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I am delighted to report that 2006 was

yet another successful year for FLIR, Qur
financial results were again excellent and
we accomplished several key milestones in
our strategy to expand the markets for
infrared technology.

For the sixth straight year, we achieved record
revenue, operating income and earnings per
share. Revenue increased by 13% to $575
million, and operating income increased by 9%
to $137 million. Earnings per share were $1.32,
an increase of 14% from 2005. We continued
our strategy of investing a significant portion
of revenue in research and development.

For all of 2006, R & D expenditures were $72
million, consisting of $61 million of internally
funded R&D and $11 million from several
government funded projects. We also
completed several large capital projects,
including the expansion of our Thermography
manufacturing facility in Sweden and an
addition to our Boston plant to accommodate
our growing US Thermography business.

As usual, our Thermography division posted
outstanding results in 2006. Revenue for the
year was 5219 million, a 19% increase over
2005, and segment operating margins were
again excellent at 32%. We successfully
introduced two major new products during
the year ~ InfraCAM® in February and the
ThermaCAM® PE40™ in June, InfraCAM
proved again that lowering the cost of infrared
technology increases demand and opens new
markets. With a US price of 56,750, about one
third less than our lowest priced ThermaCAM®
E-Series™ camera, InfraCAM was the major
factor in increasing our volume of Thermography
cameras sold by more than 50% in 2006. At the
upper end of the market, our P640 is the first
commercially available high definition {640 by
480 pixel) Thermography camera in the world.
These new products have solidified our
leadership across the full range of

To Our Shareholders

Thermography markets. In addition, we
continued to expand distribution and

increase awareness of the benefits of infrared
technology through our Infrared Training Center,
which certified over 7,800 thermographers in
2006. Overall, our Thermography distribution
channels and preduct fines are the strongest in
our history, and we expect another excellent year
from this division in 2007.

One of the most significant events of 2006 was
the realignment of our former Imaging division
into two separate businesses - Government
Systemns {GS) and Commercial Vision Systems
{CVS). CVS was created to exploit what we
believe are large emerging commercial markets
for infrared imaging. These markets include
automotive, where our sensors are used by
BMW in their night vision system; maritime,
where our new Navigator is seeing excellent
reception from recreational boaters; and
security, where our line of low price security
cameras are driving rapid market adoption,
CVS is applying many of the same strategies
our Thermography division has employed for
years to open new markets by reducing costs,
expanding distribution and offering low price,
high performance products. We are very
excited about this business and expect to

see rapid growth in 2007 and beyond.

CVS also encompasses our infrared detector
fabrication facility, which continues to

increase volumes and reduce costs. During
2006, we announced an agreement with AMI
Semiconductor to construct an infrared sensor
manufacturing line in their silicon foundry in
Pocatello, Idaho. When completed in 2008, this
facility will dramatically increase our capacity
and further reduce costs.

Qur Government Systems Division generated
revenue of $258 million in 2006, a 7% increase
from 2005. Order activity increased steadily
throughout the year, and we entered 2007 with
record backlog. This division is now focused
clearly on the large, well established worldwide
government market for infrared imaging in

such applications as search and rescue, force
protection, surveillance, maritime patrol and
target designation. In 2006, these markets
rebounded after a soft 2005, and we are
optimistic about future demand. We continue
to aggressively develop new products, such
as smaller stabilized systems for emerging
unmanned aerial vehicle applications and
an expanding line of targeting and force
protection products. These products are
finding increasing acceptance in military
markets, and our unique “commercially
developed, military qualified” model offers
our customers low cost, high perfoermance

products for exceptionally demanding
applications. Internationally, foreign
governments are increasingly ordering

our equipment for border security, maritime
patrol and federal law enforcement.

We enter 2007 in the best position in the
company's history. Our broad line of new
products is being well received by our
customers. Costs are declining, New markets
are opening. And thanks to our over 1,400
dedicated employees, we have become the
largest commercial infrared company in the
world. As | consider the accomplishments of
2006 and look to the future, it is clearer than
ever: for FLIR, the best is yet to come.

Thank you for your continued interest
and support.

Earl R.Lewis
Chairman, President
and Chief Executive Officer
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EXPLANATORY NOTE

In this Annual Report on Form 10-K, we’ “are restatmg our Consolidated Financial Statéments as of
December 31, 2005, and for each of the years in‘the two-year period ended December 31, 2005. This Anriual
Report on Form 10-K also reflects the restatement of Selected Financial Data as of and for the years ended
December 31, 2005, 2004, 2003 and 2002, which'is included in Item 6, and thé amendment of “Management’s
Discussion and Analysis of Financial Condition and Results of Operations” in Item 7 as it relates to the ﬁscal
year ended December 31, 2004. See Note 2, “Restatement of Consclidated Financial Statements,” of thé Notes to
the Consolidated Financial Statements for a detailed discussion of the effect of the restatement.

During 2006, we undertook a voluntary révi'ew of our historical stock option practices and related
accounting treatment as a result of the apparent issuance of options on favorable dates prior to 2000. Based upon
the preliminary results of .this review, our. Board of Directors (the “Board™) formed a Special Committee,

comprised of two outside directors, to mvcstlgalc stock option grants, practices and procedures from 1995 to

2006. The Special Committee conducted its investigation with the assistance of independent legal counsél from
Perkins Coie, LLP and outside forensic accountants from Deloitte Financial Advisory Servxces LLP which was
retained by independent counsel. .. o S ceid

In the course of its 1nvest1gat10n the Special Comrruttee and its legal ‘and accounting advisors reviewed

approxlmately "135,000 paper and clectronic *documents, conducted interviews with relevant management
personnel and current and former members of the Compcnsatlon Committee, and evaluated the accounting for
and documentation surrounding 26.3 million options, representing approximately 91% of options issued during
the period from 1995 through 2006. The Special Committee has comp]eled its investigation and has provided its
ﬁndmgs and recommendations to the full Board.

With respect t'o stock options granted during the period from early 1995 through the middle of 2000, the
Special Committee found inaccuracies in the determination of measurement dates for certain stock option grants
affecting our accounting and disclosures in those years. The SpeCIal Committee also found strong mrcumstantlal
evidence of the improper selection of grant dates given the lack of supporting documemanon and the fact that the
exercise price for certain grants were at the lowest stock price for the first quarter in each of the years from 1995
to 1999. With respect to stock options granted during the period from the middle of 2000 through 2006, the
Special Commitiee identified certain procedural and corporate governance issues that resulted in the use of
incorrect measurement dates, but did not find any evidence that grant dates were selected based upon an attempt
to seek a favorable price. The Special Committee also reported that it investigated certain other option practices
for the period from 1995 to 2006 and identified no evidence of improper dating of option exercises and lmmed

exceptions related to accelerated vesting and leaves of absences,

, !

In addition to the Speciai Committee’s investigation on stock option practices, we reviewed restricted stock
grants from 1996 through 2006. Our review of restricted stock grants from 1996 through 1999 also found strong
circumstantial evidence of the improper selection of measurement dates used to recognize compensatlon expense
during those years

Based on the findings of the Special Committee’s investigation and our subsequent internal analysis,
including our findings on restricted stock, we have concluded, and the Audit Committee of our Board has agreed,
that a restatement of certain of our annual historical consolidated financial statements is appropriate. Therefore,
we are recording additional non-cash compensation expense and related tax effects with regard to past stock-
based compensation programs, and we are restating previously filed financial statements in this Annual Report
on Form 10-K. The aggregate non-cash compensation expense that is being recognized from 1995 through 2004
is $14.3 million, before related tax effects. The adjustments to record the non-cash compensation expense also
resulted in the recognition of additional payroll tax obligations of $1.8 million during that period, resulting in a

cumulative reduction in earnings before taxes of $16.1 million through 2004. Since a portion of the compensation -
expense for financial statement purposes is not yet recognizable as a deduction for tax purposes, the aggregate
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benefit to our income tax provision during this perlod that is being recognized through the’ recordmg of deferred

tax assets is $3.9 mxlllon thereby resulting in a cumulative net income effect of $12.2 million for all adjustments

being made from 1995 through 2004. The net income effect recorded was $0 9 l‘l’lllllOn in 2004 and $11.4 mllhon
cumulatwely, pnor to 2004 - ' ) S - . A :
ln connectron w1th the restatement of our hlstoncal Consohdated Fmanr:lal Statements we. have also
identified additional adjustments related to certam stock optlons that did not quahfy as deductible perforrnance-
based. compensatton in accordance with lntemal Revenue Code secuon 162(m). ‘In -connection with the
restatement of stock-based compensatlon expense ‘we are also restatmg the pro forma dtsclosures for stock- based
compensatron expense. requtred under Statement ‘of F1nanc1al Accountlng Standards No. 123(R) Share Based
Payment” included in Note 1 of the Notes to the Consolidated F1nanc1al Statements L SRR
The Specral Cornmlttee H 1nvest1gatlon has provrded certam recommendauons based upon standards of best
pl'aCT.ICCS including adoptlon of a wntten equity compensatlon pollcy and certam rmprovements in optron grant
procedures. We: are in the process “of evaluatmg and lmplementmg the recommendatlons from the. Specral

Committee. S o .

For more mforrnanon on these matters please refer 1o Item 7, “Management ] Dtscussron and Analysis of
Fmancral Condmon and Results of Operauons " Note 2 of the Notes to the Consohdatecl Fmanmal Statements
and ltem. GA, “Controls and Procedures :

We have not amended and we do not.intend to amend, any of our prewously filed Annual Reports on Form

".10-K and Quarterly Reports on Form 10-Q as a result of our restatement. Accordmgly, the Consolidated
" Financial Statements and related financial 1nformat10n cotained in prevnously filed financial. reports should no
~ longer be relied upon. ‘

.r‘i&.' - ot ?Z_i " ai e . N . N .
. e T * Fl
e ‘s u [ .
‘e
.
iv'o s -
. Wi yig A
g hlt o L N ! ,
o, ‘ o~
- ] -gr-""- . A %
i In FANR | i -
.
¥ ad B e .
o - \ -
' Fas
R O ELR 1 - ¥
. R L
.
o . .
. . J.
et ey T W
o S o
. ' -
. b1 .
. 3 L ;
Ir R Pt AU A =
. r : ‘.
-
1’ I3 [ T i J

Cag
X




'Fonvard-Looking-Srarements : e U 5

.This Annual Reporr on Form 10 K (the “Report’ ) moludmg "Managemem s Drseussron and Analys:s of o

. ot 1
. Financial Condmon and Results of Operanons in Item’7 contains forward-[ookmg Statements ithin the

4,
. meaning of the Private Securitiés Litigation Reform Act of 1995 regardmg future events: -and the futuré results of hs

~ FLIR Systéms,’ Inc. and its eonsoltdated subsrdlar{es ( “FLIR" "or the Company } rhar are -based. on -
‘..,'managemem § currenr expectanons. esnmares projeenons and assumpt:ons about the Company 5 busmess
Words such as expects. " “antiapares intends,” “plans, i “believes,” “sees & “est:mates ‘and varzattons of
P such words and srm:lar expresstons are intended to identify such forward t’ookmg Statemems These statemems RN
~dre-not guaramees of fumre performance arnd mvolve risks;. uncertdinties and assumpnons that are difficult to o
© predict. Therefore, actual ouleomes and results, _may dr_ﬁ‘er materially from what is expressed or forecasted in
such forwara'-lookmg slarements due to numerous factors. including, but not hmzted to, those discussed in the i
"“Risk Factors in " Item 1A; “Managemem s Dzscussron and Analysrs of Financial Condmon and Results of
‘Operations” in ftem 7, ‘and elsewhere in this Report as well as those’ “discussed from ‘time to 'time in the '
Company s othér Seeurmes and Exchange Commission f lmgs and reporis. In addmon such statements could'be
aﬁected by genera! mdustry and market conditions. Such forward- [ookmg statéments speak only ds of the dase of -
" this Report or, in the case of any document incorporated. by reference, the date of thar ‘document, and we do » not .
underrake any obligation to update any forward-looking statement to reﬂecr events’ or crrcumstances after the '
B date of this Report. If we update or Correct one or more forward looking statemenrs, mvestors and others should . ”

- not conclua‘e that we will make additional updates or _corrections with respect to orher forward loolcmg
'sratements e o

LI "o

‘ B . PARTI SRR

ITEMl BUSINESS : E N S Ve -
. General

" We are a world leader in the design, manufacture and marketing of thermal 1magmg and infrared camera
systems. Our products: are used in a'wide variety of applications in commercial, industrial ‘and government
markets, 1nternat|onally as'well as domestrcally We offer a variety of system conﬁgurauons to suit’specific B
customer requirements.” Our ‘business is organized into three dmsnons ’I'hennography, Commercial Vision
' Systems and Government Systems o

Thennography products are. generally sold for commercral and mdustnal appllcatlons, generally where
temperature measurcment is the pnmary requrremenl Our’ higher performance Thcrmography cameras offer
* highly, sensitive temperature | measureinent - capability,’ sophisticated image” processmg -and’ extensive analytic
capabilities. These cameras are commonly used for high end predictive and preventauve ‘maintenance, research
and deve]opment test and: measurement, leak detection and scientific analysis. Qur-less expensive cameras offer - '
excellent performance and value for applications such as predictive maintenance,- damage restoration, building
-. -and home inspection, and energy auditing, Our Therrn()graphy products range in pnce frorn $7000 to over
$100,000. . . .. . . . .

: o

We continue to expand the markets for our Thermography products. through the 1ntroducuon of lower pnced

infrared camera systems, as well as through new products purposely built for specxﬁc appllcatlons In early 2006

we introduced the InfraCAM® low cost thermal imager at a'price of $6,750, contmumg our strategy of expanding

the market for thermography products by introducing new, lower pnced products 10 address emerging markets

" This product, combined with our ThermaCAM® E- and:B- -Seriés™ and Thermonslon® A-Series™ cameras, are
.targeted at markets such as commercial and residential bulldmg inspection,, moisture détection and low cost

process control appheanons as well as helpmg 10 penetrate the more pnce and value consc1ous marker -
sub-segments of our core predlcuve maintenance marketplace. Our P-Series™ cameras, are more sophlstlcated

o higher performance units “targeted _at professmnal thennographers in *such apphcanons‘ as predlctrve and

preventatnve maintenance and power generation. Our- GasFmd[R® caera, mtroduced m 2005 addresses the
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market -for -detection. of natural. gas and. other volatile organic:'compounds in such industries as gas_and
p;t(rp_c_:he_n_nic\a}_ refining, transportation and stora'geiiﬂ Most of .our Thermograpby products utilize uncooled infrared
sensor technology (described below) and are designed‘and manufactured in Stockholm, Sweden.

« - In April 2006, we announced the géorganization of cyuf former Imaging Division-into two new divisions,
known .as Commercial. Vision® Systems - and: Government Systems.- Commercial, Vision Systems (“CVS™y-is
focused on emerginéfcommeféial marKets for infrared.imaging technology where the primary need is to see at

. night or iri adverse conditions. Government Systems ('GS”) will focus.on traditional government end users in

% such.applications as surveillance, force protection, drug interdiction; search and rescue, special operations and
* “target designation. -t e ‘

L As ‘th'e. cost of infrared teqhnology has declined, demand in CVS markets has increased rapidly. CVS was

created to develop.what we believe are large untapped markets for the use of infrared technology in such areas as
. commercial security, automotive,. marine, airborne: and first: responder markets. Our infrared sensor business,

- .which sells camera.cores to third parties on an OEM basis, is also a part of CVS. CVS has focused its efforts on

customer service in these markets.

_CVS"S;ells its products - through a mix of direct, OEM or thi(deany distribution, depending on market
dynamics. In new markets sich as maritime and commercial security, we have begun to establish networks of
third party dealers with proven access to’these:markets. In certain markets, -such as firefighting and: automotive,

. we sell products on-an OEM basis to well establis;ﬁég companies with good access to the markets. And in certain

established markets such as electronic news gathering, we continue to sell direct. -

rapidly, enabling us to continue to develop new lower pﬁcédﬁrqducts targeted at specific markets. In 2006, cvs
introduced over 15 new products for such markets' as,"’gcnéfal_,aviation, recreational marine and commercial

security. CVS products range in price from under $2,000 for.an'OEM imaging core to more than $450,Q00 fora .
high.definition airborne electronic news gathering broadcast system. We manufacture most of.cur CVS products |

at our. f_aCj’éry in Santa Barbara, California. CVS also sells.products manufactured by our Government Systems
division ity Portland, Oregon; Boston, Massachusetts; and Stockholm, Sweden. - - .

+, "

*Our Government Systems division.offers a wide array of products, all of which allow the user to see in ip[al
darkness and through many'types of obscurants'such as smoke, haze and most types of fog. We offer hand-held
imaging systems as well.as fixed or vehicle mounted productst“spec.ially. designed for land, airborne and marine
applications.  GS products are often customized for specific, applications. . ' S

PR 70 . '. . - " -

e e _— .

. +GS.products are typically designed for high peffonnaijée, and frequently incorporate additional SeNsors, -

inclﬁdfﬁg"visible light camieras, low light cameras; laser rangefinders, laser illuminators and laser‘des"ignators. GS
products range:in price from $30,000 for;our hand-held and fixéd:security systems to‘over $1 million’ for our
most advanced stabilized laser designation systems. ‘We manufacture GS products in thrée locations: Portland,
Oregon (large, stabilized 'systems);,Bostdh'; Massachusetts ,_(éinaller stabilized systems, fixed mounted and hand-
held systems); and Stockholm; Sweden (targeting and security cameras). We compete on the basis of product
performance; quality, features, customer service, training and price. GS products are sold'predominantly-thrdhgh
our extensive direct sales force.- S : . e - .o

SR Lt ‘ - e . S

Product development -in our GS division'is generally conducted- cither as commercial, off-the-shelf
(*“CQOTS™), or:commercially.develoi:oed_, ‘military qualified (“C‘DMQ”T”). COTS development is characterized by

development of products for-a ringe of government customers -and markets that may also be sold into military S

_e)gpandi__ng di'stribu'tion‘; accelerating design cycles, ‘reducing manufacturing costs and providing excellent

Most CVS products utilize our own uncooled infrared sensors. Prices for these sensors continue to decline .

¢

applications. CDMQ refers to those circumstances where we develop products that are specifically.designed’to- .-

meef-'fnili_tar"y; sp'ééiﬁcationsv..;-.Inf;_both the COTS and CDMQ- product development ‘models, we use our own
internally’ generated funds for research-and development, and generally own all rights to the products and their

4
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design. We have increased our emphasis on CDMQ as a development strategy, and it is a growing part of our GS

business.- We also periodically accept government funded design and development contracts. During, 2006 and.

2005, revenues from such contracis totaled approximately $15 million and $18 million, respectively., - -

.Our products utilize two types of infrared detectors.-Our highest performance products, mostly sold through

our GS business, utilize infrared detectors that are.cooled to near absolute zero with :a_micro-cooler.. This

technique offers high sensitivity and resolution for long-range applications or those requiring high measore_ment
precision. Most of our Thermography and:-CVS -products: utilize a detector technology- that operates at or. near

* room temperature.and thus- does not require a micro-cooler.. This “‘uncooled” technology is lighter, uses less - -
power and is less expensive to produce. The performance of uncooled detectors has 1mproved and cOsts, aré"

dropping as- productlon volumes increase.

We have built 2 worldwide system of direct sales personnel, dealers, distributors and OEMSs that allows us to
sell our products into a wide range of international and domestic markets. In 2006, 45% of our revenue was
derived from mternauonal sales. International sales are generally.subject to export licensing requirements by

various agencies of the’ Umted States Government: These licensing requirements have and are:from time to tlme .

likely to cause delays in the shipment of international orders and may prevent us:from accepting orders in certain
countries. Consoltdated sales in 2006 to all agencies of the United States Govemment totaled 32% of our total
revenue. D ey - . ¢ e M

I
. . ‘
e ety - .t v . . .

FLIR Systems, Inc. is an Oregon corporation and was incbrborated in"1978. The Company’s headquarters

are located at 27700A SW Parkway Avenue, Wilsonville, Oregon 97070-8238, and the telephone number at this -'

location is (503) 498-3547. Information about the Company, is available on the internet at www flir.com.

Infrared Technology Overview ..

.Infrared is' a portion of the electro- magnenc spectrum that is not visible by the human eye because its
: wavelength is too long. Unlike visible light, infrared radiation (or heat) is emitted directly by all objects above
absolute Zero in temperature. Thermal imaging systems detect this infrared radiation and convert it into an
electronic signal, which is.then processed into.a video signal and displayed on a video screen. Thermal imaging
systems are different than other types of so called “low light” vision systems, such as visible light intensification
used in night vision goggles. Unlike “low light” vision systems, thermal or infrared imaging systems carn' detect
objects in total darkness, without any light source whatsoever; even through obscurants such as smoke, haze and
‘most types of fog. Infrared imaging systems are not.aglversely_ affected by the presence of visible light, so they
can be used day or night, and are not susceptible to. rapid changes in visible light levels. Since infrared systems
are detecting emitted infrared radiation, they are passive: :and thus more covert than certain “illuminated” systems.
‘ Fmally, advanced thermal imaging systems can measure minute lemperature differences, a critical tool for a
. vanety of commercml mdustnal and scientific apphcatmns : . A

~An infrared. detector, which absorbs mfrared radlanon»’and converts it into an electromc mgnal is the
primary component of thermal imaging systems. The two primary types of infrared detectors are often referred to
as “cooled” and “uncooled.” Cooled-detectors,  while more sensitive and thus able to see farther, .require

stfu'etures that result in a system that is heavier, more complex and uses more power than uncooled-detectors.

Conversely, uncooled detectors are lighter, less complex, and less expensive to produce, and usé less power than -

cooled detectors. The performance of uncooled technology is improving but is still less sensitive and has shorter
range performance than cooled-detectors. We use both cooled and uncooled technology in our products, and

’

"expect demand.for both types of systems to increase. .
. . Ry

- .y T
- i - AN

Markets . - ;

The Company is divided into three main business segments, accordmg to the markets served. The
Thermography division produces systems that provide precise temperature measurement and thermal pattern and
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other dlagnostlc capablhues used-for a variety of commercial, industrial and governmental applications 1ncludmg
research, predictivé maintenance, building inspection and elecmcal inspection. Key markets for our Commercial
Vision Systems division include commercial security,- automotlve marine and other transportation night vision.
The Government Systems division addresses demand in large, government markets for such applications as long-
rangesurveillance, reconnaissance, search and rescue, force protection and targeting. Financial information about
geographic and segment operations appears in Note 17 to the Consohdated Financial Statements inltem 8. ~
.. -y
Thermogmphy Market The Thermography. markel has tradmonally addressed thcrma] 1mag1ng'
appllcauons where both imaging and temperature measurement are required. This market is growing in size and
breadth as prices decline, volumes increase and new applications are found. -Over the past several years, markets
" have expanded beyond the traditional industrial predictive and preventive maintenance segments, and we expect
new markets to continue to develop in the future. Key end—user markets today include:. o
Predictive Maintenance . N Thermal 1magmg systems are used-for monitoring the condition of
e e, mechamcal and electrical equipment. Such monitoring allows for the
detection of equipment faults (manifested as hot spots) so they can be
repaired,before they fait.-This.increases the equipment’s productivity

.

and avoids catastrophic failures of major equipment damage, which -

reduces operating expenses by lowering repair costs and reducing

downtime. Improved functionality of image analysis software, smaller '
size and weight, and simplicity of system operation are critical factors
for [l‘llS well established market segmcm -

Research & Development o Infrared’s unique'.abilify to detect minute differences in temperature.
while .detailing complex thermal dynamics and patterns makes '
r Thermography systems a useful tool in a wide variety of research and
. development ,applications. As industry is driven to make smaller,
) ~. lighter and more powerful electronic products, the problem of dealing
S - r; .. - . with,self-generated heat is becoming increasingly difficult. Our
e T " systems. provnde;the ablhty to view thermal distribution in real time
- ‘ for products ranging.in size from small hybrid "integrated circuits to
S ) . . jet- engines.. Common applications include product development of
' microelectronics, cell _phones, laptop computers, telccommumcanons
equipment, consumer appliances, automotive components and aircraft

O L engines. Systems .used in’ research and development applications
- o - typically require very high.imaging performance and measurement
LT U precision, coupled with extenswc analys1s and reporting software w
P A o : i . s T
Manufacturing Process Control The ability 10 delermine_ whether a manufacturingl—process will
‘ produce acceptable results at the earliest point in the production cycle
- - B is critical to quality assurance and cost reduction. Thermal imaging

and+image analysis allow for the monitoring and control of heat,

which is used. in virtually all industrial processes. Similarly, thiermal

, imaging systems can identify moisture and contaminants and help -

‘ .. identify the thickness of material as well as the integrity of the
bonding of composite materials. Many processes that cannot be

monitored visually because of obscurance from smoke or steam are

5 . readily visible using infrared imaging. _ w3t
T . . T . . . N o,

Thermal imaging applications for manufacturing process control

inclede monitoring the quality of metal, plastic and glass cast parts,

which are highly dependent upon the temperature distribution in the

6
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o mold; momtonng the quality of paper, which is dependent upon
R - . proper and-even moisture distribution during the drying process; and .
Ve ‘ T momtonng the quahty of products such as rubber gloves, which can .
be thermally ‘examined. to locate abnormally warm or cool spots' ;
N : " , ' 1nd1(;.at1ng non-u mform lthkﬂBSS that may result in a quality defect. ™ ol
oY A - S :

., "¢ - Building Inspection . We offer products specnﬁcally designed to address the requirements
e et : ** - . of the building inspection market. Infrared i lmagers can detect missing . > o
3 ' Lo o o insulation, -electrical faults, water intrusion, pest-infiltration, gauge "= ' . = 4
; ’ energy efficiency, and help detect the presence of mold. ‘

e

.

" Emerging Thermography - Qur InfraCAM, introduced in early 2006, continues a process begun. )
o I _ o by our ThermaCAM E-Series and ThermoVision A-Series products to ., '
: - IR expand:traditional ‘Thermography markets and open new markets for '
. o ' L our products. InfraCAM ‘has met wnth strong market acceptance in the R
| S e ' : lower eid building and electrical inspection markets, where smaller D
' - . “ ¢ manufacturing facilities, electrical cooperatives . and -electricat =
R ' .~ <+ contractors that could not justify the cost of a high-end product have .. "~ . |
X R S purchased * InfraCAM - and E-Series cameras to replace paid '+ '
o consultancy services.- Our A-Series fixed mounted infrared cameras -
o » are now deployed into manufacturing environments where they can’
R o ER : help improve quality and give operators’the ability to see through
‘ - smoke and steam in harsh industrial environments, such as metal *. - .
s e shredding and pulp and paper processing. L
T . - : . L
_ We expect additional market segments for ‘thermal imaging - to
BT - ' " develop due to the lower cost and enhanced performance-
: o ‘ K C -'charactensucs of uncooled thermal imaging technology. As system -
' ) i 3 prices declme thermal imaging technology will offer solutions for a
! wide variety of new commercial applications. These' may include -
' T : ' . healthcare; food service and distribution, vetennary science, N
_ h . ' automotive care, aircraft inspection, maritime vessel inspections and = '~
Lo B S ' 'plumb'ingn !

3
Ty

«-Commercial Vision Systems Market. Our Commércial Vision Systems division is focused on commerc;al
ma:kets where the primary need is to see at night, and in adverse conditions. These markets are broad, relatively -
W immature with low penetration. of infrared- technology and require distinct distribution channels. As in; .
' Thermography, price elasticity of demand is high, and as prices continue to decline we expect volumes to rise

rapldly Slgmﬁcant markets today mclude C ! 1 N
Fl N N L .

Per‘z’meter Security o Thermal imaging systems have historically been used for ground:-": :

; f based surveillancé and perimeter security of government, military and :
industrial ~facilities, particularly ‘at night. Recently, we have . '
_ - introduced a series of lower price, purpose built systems targeted at ‘

Co T - - the commercial security market and are actlvely expandmg
B C distribution in this market. ‘

Automotive Night Vision Co We have entered into an agreement with Autoliv Electronics, a major

» " 3‘,_'_- S _ - supplier of safety equipment to the automotive industry, to offer -a

. T T ' . _ - night vision system for passenger automobiles. In late 2005, BMW °

- U e - began offering a Night Vision System utilizing our camera as an -
o e e : option in the 5-, 6-, and 7-Series automobiles. The system provides

7




- o , ‘ drivers with the ability to see at mght and through obscurants, such as
. _ fog, at distances much further than can be seen by tradtuonal
' S e ~ - headlights. In cities and atother short distances, the system aids-in

* identifying pedestrians, animals and other potential hazards. With our o

partner Autoliv, we are seekmg to expand lhlS technology to other
automakers, . .

We are . acttvely marketmg our products in other transportatlon

- markets, such as trucks, trains, recreatlonal, vehicles, and first

responder vehicles. These markets are in the carly stages of adopuon

of infrared technology, but we believe they offer srgmﬁcant future

v growth opportumtles '

Other Transportation Night Vision

Y
€'

-. . In 2006, we 1ntroduced our ﬁrsl product for the recreanonal marine’
" market, called the Thermonon® Mariner™., This product was the
_first cost- effectwe mfrared device avaxlablc to- recreatlonal boaters,
" and was well received’ by the market We . have- established a

Marine R

‘increased demand. in such markets as cru:se lines and merchant
1 marine vessels Lo

o

Electronic News Gathering
market segment is transitioning from traditional analog cameras- ‘to

stabtllzed gimbal turrets for mounting on news helicopters, to provide
high- resolutlon Jltter-free Vvideo that can be down-linked to the
productlon stud1o or command center. -~

" Law Enforcement
systems for federal, state and local law enforcement agencies.

N

R
A=,
¥

IR

We are a leader in thé supply of 'stabilized airborne thermal imagi‘n)g.‘

Al

" significant dealer network in this mérket. In addlthI‘l ‘we expect (o see

‘ The use of alrbome observanon and broadcast systems has become a .
o “standard tool " for felevision stations and broadcast networks. This, ~

high definition digital . systems Cameras "are mounted in hlghly ;l_ "

]

Caen , . ) Agenc1es with. this .type. of equipment have the ablltty to track

i3 . _ suspects, locate lost people and prowde situational awareness 0 _

officers on the ground. Systems desrgned for this market typically
have.both an mfrared ‘and a visible light camefa installed-in a.smaller,
light weight gimbal. We also offer low cost hand- -held systems to the
law enforcement market. These cameras provide a light weight, cost
effective high performance tool’ for police officers and other .law
enforcement professionals to ‘conduct search and rescue, surverllance
or pursuit missions in total darkness and with complete stealth.

IR A

- Government Systems Market. The Government' Systems division focuses on providing enhanced vision
capabllmcs to a.wide variety of military, paramilitary, law enforcement public safety and other government

ey

" customers. Our systems typtcally provide the capability to see, and record an object over long distances, day or

N mght through adverse weather condlttons and from'a wide variéty of vehicie, man portable and fixed installation -
platfonns Currently the, majonty of our infrared 1magmg systems use cooled technology to tdentlfy objects from
long distances; ‘however uncooled thermal tmagmg systems are growing rapldly in. certain markets such as
military vehicles and unmanned aerial vehtcles Many of our markets require systems that operatc in demandmg
environments such as:extreme climatic condmons battlefield and military envlronments or maritime conditions

while performmg a vanety of sophrstlcated tasks requiring hlgh image quahty and stabilization. Systems are

often integrated into larger applications and must be able to integrate w1th such other systems as aircraft avionics
or large broad based security networks. e
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Search and Rescue

Force Protection

b

Border and Maritime Pat}'o_l )

Surveillance and Reconnaissance ~

v

.Targeting

-

Federal Drug Interdiction

Technology .

The Governrent Systems market primarily consists of the following end-user market segments: - '

.

* Thermal imaging systems are used in airborne and shipborne search

and rescue missions to rescue individuals in danger or distress on
boats or in vehicles, to provide offshore oil platform safety and to

provide emergency or disaster response support for missing persons -

or accident victims. Such systems are in use today by the US Coast
Guard, the US Marine Corps, the US Air National Guard and the
United Kingdom Ministry of Defense.

In instances where military or other personnel are deployed in hostile
areas, thermal imaging systems mounted on towers or other platforms
are deployed to identify and defeat potential threats at an early stage.
Our systems are deployed for this purpose by the US Army and others
in lhe Middle East.

Thermal imaging systems are used in airborne, shipborne, hand-held
and fixed installation applications for border and maritime
survelliance particularly at night, to enforce borders and coastal
waters, to monitor national fishing - boundaries and to prevent
smuggling. Our cameras are currently deployed along the US borders
as well as numerous European borders and are also used by the Royal
‘Australian Air Force.

Thermal imaging systems are used in surveillance and reconnaissance
applications for the precise positioning of objects or pecple from
substantial ‘distances and for enhanced situational awareness,
particularly at night or in conditions of reduced or obscured visibility.

The use of thermal imaging tcchnology! is becoming increasingly
prevalent in the military community. Our thermal imaging systems
provide clear views of targets at long ranges through darkness or

- other environmental obscurants. These systems are frequently used
* together with ‘conventional “day” 51ghtmg devices and offer a

“clip-on” night operation capability to existing weapons. We offer
several products in this application ranging from a clip-on rifle scope
device to a high precision stabilized airborne laser designator system.,

Thermal imaging systems enable government agencies to expand
their drug interdiction and support activities by. allowing greater
surveitlance and detection capabilities. Our systems are in use by the
US Customs Service, the US Drug Enforcement Agency and the US
Federal Bureau of Investigation, as well as by foreign governments.

N
[

We use our expertise in product design, infrared imagers, optics, lasers, image processing, systems
integration and other technologies, to develop and produce soph:sucated thermal and multi- sensor imaging
systems. We integrate the fo]lowmg capabllmes and dlsmphnes into our manufactunng processes

| System Design

4

Our extensive expenence in stabilization, packaging and systems .

integration allow -us to cffecuvely combine a wide variety of

" technologies and payloads to design and manufacture’ thermal

imaging systems to suit our customers’ needs. ‘ ‘

9
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. Soﬁ‘ware Developmem

"ii\

Radiometry e - The ability to produce thermal imaging systems that can accurately
- . measure, temperature is .critical in many of our Thermography
L L [ TP markets. Systems must - be able .o, measure temperature to within very
E ' e precise tolerances,,mamtamlng accuracy and stability over time and a
_— ‘wide range of -ambient temperatures We beheve our skills in"this °

.. . ,area, known as radlometry, offer an 1mportant competmve advantage’

" over many of our competltors _ _ . o x

Ve e . e . S i . o TEe

O A o v

Mechanical Engineering L o Our de51gn and productlon of thermal imaging systems involves’
- . . are critical for: therde31gn and assembly of the supporting structures
o for system components such as detector arrays, coolers, scanners and
optics, - - which must’ meet high-precision . mechamcal tolerances
Srmllarly, the stab1hzed‘r assemblies used -in*our grmbal mounted
S _products. manufactured in, Port]and and Boston requires expertise in -
_ g T electro»mechamcal .control,” gyroscopes and specialized stablhzatlon
.t . SRR £ controls‘ et e e @ L e
} Sy . . . . L -_’, . - ) | -
Infrared Detector Desrgn We have the ab1hty 1o design and,ﬁmanufacture both cooled and
H ; .uncooled mfrared detector arrays ~We manufacture ‘uncooled.
Vanadrum Oxide. mrcrobolometers and cooled detectors using Indium
. Ant1momde Indrum Gallium Arsemde and ‘sther materials at-our
- a : : ¢+ facility .in Santa Barbara lntemal desrgn and manufacturing of

- detectors: provrdes s1gmﬁcant cost - and , engineering . advantages

oo [ . < s

]

LT

. C compared with.the use of thrrd-party detectors . p A

[P

'.""‘" .‘ .
4‘» ‘1

T

" Integrated Circuits and - . We desrgn srgnal processmg c1rcu1ts that mterface d1rectly w1th the

Electronic Design detector arrays' to’convert infrared rad1atron into electronic srgnals
Lt L : ' We also design the electronic rmage processmg that is. necessary to’

s ~ . convert the electronic’ stgnals mto standard v1deo format. "Our desrgn

T A L expertise lies. in the areas of, relrabrhty, low- power consumptlon and
' . . extreme env1ronmental survrvabtllty ln addltron,.we have the abrhty
S Co : to design our. own detector read out mtegrated crrcutts o e

r't \‘--l

highly’ sophtstlcated mechanical engineering techniques. Such slulls s

We belleve that software development is 1mportant to. the ongomg
ey e ; rmprovementfm our, products' Each year, we mtroduce a variety of
< g - ' software products that. have tuned our standard camera products 1o

‘Qr 't : . more effectwely meet the needs ‘of new and emergmg markets Our ¥
o products utilize, a combmatton of embedded and desktop software .

products. Currently, we possess ‘the capablhty to. -develop and refine
all types of software used in our systéms. We also develop, and deploy

software that is. used for testrng and characterization of our systems.” * ;.

Co I T e IR R v i '
Optical Design Fabrication .- | . . = We currently desrgn and manufacture sophisticated infrared optlcs
: using materials_such ag silicon and germarnum that are required to.

. . produce a, thermal imaging system -¥This capability". allows S 1o

LA

- ' s the transmission of the unique lens matenals ‘that are- used in infrared
' systems. These: coatmgs are essential to maximizing the performance
¥

"" [T -

T

significantly shorten the product development cycle and "avoid: costs '

R . and delays assoc1ated ‘with reliance on thrrd -party’ OpllCS supphers T
. g - . . . IFEENEI P HATCL “--'
Optical Coating - - 7 Infrared optics. require, custom vapor depos1ted coatlngs to, Jimprove

v -




B : and thermal “sensitivity of the systems We have developed the in- | :
e T ‘house” capab1l1ty for high volume productton coatings and for the. \
L e - ‘ development and testing of new coatmgs to lower costs and i lmprove

" I s performance and field ruggedness of the 1nfrared lenses. In 20035, we :
S g -acquifed Brysen" Optical Corporatlon “which has provided us w1th 3
AR B ? ' enhanced opucal coating capabilities. '
. ' g N = ot
Mzcro Coolers S We manufacture the industry’s smallest llghtest and . lowest power AR
e SRR “micro-coolers for'use in: coolmg infrared detectors at our facility in. %

Boston Our coolers are especially effective in hand-held appllcatlons L
where l1ght'we1ght and long battery life are essentlal L

g

:

Mafny of ‘our"more 'so’phisticated systems are increasingly being' o 1 %

i « " offered*with various'types of laser payloads, including laser pointers, - &

"‘1llum1nators rangefinders and des1gnators We design purpose built:> T %

laser - rangeﬁnders and - designators. ‘for- inclusion in our glmbaled S

‘systems: at "our fac1llty in 'Orlando,: Flor1da In 2005, we acqu1red '
i T Scientific- Materials Corporatton a manufacturer of laser materials,.

, T EREE cornponents ‘and resonators. This acquisition has expanded our abthty S

o manufacture laser components gnd provrdes thé basis for future; : '

: manufacturmg of laser ranget"mders "designators and other systems. .

,
s
o

Research and development-expenses were $60 '3 mllllon in 2006 $51.5 million in 2005 and $45 8 million i in .:
2004 We anticipate that we'will continue to'hdve s1gmﬁcant research and development expenses in the future to
~prov1de a contmumg ﬂow of 1nnovattve and hlgh qualtty products to mamtam and enhance our competmve S

.,
¥ TR
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RN g ‘“~ i Thennography Producrs qIn the Thermography division, we manufacture products that are sold oa w1de
- range of predommantly commercnlil ‘customers; mcludmg electric utilities,. manufacturing industries, bu11d1ng

S mspectors restoratton contractors and machme vision customers. We have developed infrared imaging systems
’ ha_t feature accurate temperature measurement thermal“fpattern recogmtton data storage and analy51s Many

& well as bemg able’ to network via the mtemet “Thé? products are evolved on an on- gomg basis with néw- models, i ;
bemg mtroduced to the market featurtng enhancements in functtonahty and performance based on customer, . ; ‘
“input. This: keeps the product hnes up to date’ and competltlve and enables us to generate revenue from system e i

upgrades‘ . ) nh et e - ASIREE

& 3
’ r‘f._ i.".- .

aviiilable to customlze the product to'a w1de range of lmagmg and measurement apphcatlons *ls ST

m\{. .- . ) .:,"

we a.l

'7*4

;_We offer trammg ‘on thes pnnc1ples of thermography ‘and the use of our products through ITCm our Infrared 5 .7+ .
s Trammg Center which prov:des comprehensive inistriiction, training, certification and applications engifieéring’ v

2 from! several FLIR locations”or at thé customer’s: 51te We have begun to license Infrared Training Centers to
quahﬁed tlnrd parties in certain countries. In 2006, over 7,800 people received training at our Infrared Tra1n1ng

: . Cente 'worldw1de By prov1d1ng h1gh levels of" customer support ‘and i mcreasmg awareness of the uses for- our '
‘ R o products, we belleve ITC prov1des 4n 1mportant compentlve advantage, and alds in expanston of Thermography




We organize our Thermography products into five product families: InfraCAM, :['hennaCAM' P;'Series o

ThermaCAM E-Series, ThermaCAM §- Serles and . ThermoVision. A-Series. In addition, we now offer the
ThermoVislon GasFindIR. -

lnfraCAM‘ﬁ : : In-2006, we mtroduced InfraCAM, a completely new camera priced at
$6,750 and targeted at such emerging applications as building inspection,

electrical inspection and damage restoration. InfraCAM represents the- - E

. most récent step -in:our ongomg strategy of growmg Therrnography
markets by offering lower pnce yet still high performance products.
. InfraCAM offers a’ simple, mtumve user interface designed for ease of

use with minimal: trammg By utilizing our own high performance Indigo _

uncooled mfrared sensors, InfraCAM also provides excellent image
quality and temperature measurement sensitivity.

ThermaCAM® PTSériesT“ The P—Senes line of professmnal grade thermal imaging and

measurement - systems is a state-of-the-ari, high performance hand- -

- held - thermal 1mag1ng and measurement system. Designed for the

professmnal thermographer the P-Series line of Thermography B

cameras provides for accurate temperature measuremeént of objects
from —40°C to +20007C. The system features numerous:. automated
features, offenng one-hand, point and shoot operation. In 2006 we

introduced the ThermaCAM P640, the world’s first commercially
available 640 by 480 plxel mfrared imager. This camera offers

[ y . significantly enhanced picture quahty and sensitivity, :mproved data
-connectivity, and an.innovative new, product design that mcorporales
an articulating | color LCD display and remote control: The

. ThermaCAM P- Series camieras have applications across numerous

. market segments, . including such predictive and preventive

maintenance applications as, locating and repairing defective power -

. transmission components or electrical connections, predicting the end
of life of bearings in rotating machinery, and preventmg unscheduled
downtime R SR

ThermaCAM® E-Series™ ‘ .. The E- Senes famtly of . cameras now represents the mid- pnce option
. in our overall Thermography product line, and‘"offer excellent

performance and value.-E-Series cameras feature elther a 160 by 120

or 320 by 240 pixel mfrared image. The cameras_ are.ideal for. such

applications’ as  high- end building ~ inspection, -as well . as less

demanding predictive. maintenance and process control applications. .

- Image storage- and other features generally are greater than in the
InfraCAM but less than in'the P-Series.

ThermaCAM® S-Series™ . . The ThermaCAM $-Series cameras arc similar to the P-Seriés carieras

except they typically incorporate high-definition cooled focal plane

array sensors that offer an.increased level of sensitivity, image quality .
and measurement - precision. “The S-Series cameras are designed.

primarily for high-end research and development applications. The 560
C , , and 540 utilize an uncooled microbolometer detector and are well
i suited for general research and development applications such as

product . thermal testing ;or PC board inspections. The SC3000; is a.

quantum well infrared . photodetector (“QWIP™) based camera and
features extremely high sensitivity and long-wave operation. This

12
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. ThermoVision® A-Seéries™

_ Thermo V:szon® GasF deR®

T
D TN '

B g

Commerczal Vision Sysrems “Products:

camera is well suited for prodict development applications and certain
medical research applications. The Merlin and Phoenix camera lines are
available with near-infrared sensors as well as mid and long-wave

sensors, offering users a wide variety of customized options to suit their .

specific. needs. The recently introduced SC6000 1s a‘high sen51t1v1ty
high speed- camera: targeted at very high performance appllcatlons
S

-

The Thf:l’l'n()VlSlOﬂ A-Series is a line of uncooled thermal :magmg. ]
. camerasused for manufactunng process control and machine vision -

apphcatrons The ‘ThermoVision A40 offers high-resolution imaging

and’ temperature measurement performance while the ThermoVision.
A20 offers strong performance in a small and affordable 160 x120 -

package.i Operating as .a remote controlled “smart” sensor in
supervised operauon or integrated into a complete control system, the
A-Series camera transmits data on a continuous real-time basns to

factory. automauon equlpment Using built-in mtelllgence the A-
‘Series cainera can process multiple areas of interest, trigger alarms or’
transmit control data, Examples of A-Series camera appllcatxons .
* “include’ monitoring and controlling the manufacture of metal, plastic

or glass parts, where ' thermal properties - are critical to the final
product. A- Series sensors are used to provide real-time feedback to

' reduce: warranty claims and assure consistent product quality.

iv

“ Introduced in late'ZOOS, the ThermoVision GasFindIR enables users

-

to “see’hydrocarbon gas emissions or leaks by using a special optical

filter and a cooled Indium Antimonide focal plane array. Applications

for this technology include leak detection at, gas production,
transmission and storage Jocations, as well as compliance monitoring
by environmental and other regulatory agencies. In 2006, we
expanded the applications of GasFindIR to allow detection of Sulfur

‘Hexaflouride,-a dangerous pollutant and potential fire hazard used as

a transformer insulator.

We manufacture our Commercial Vision Systems products at-our

L

Rt s PP e s S AR AR s 1

e
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FEARTE

Santa Barbara California facilities. Most of these products utilize. uncooled microbolometer infrared sensors, and
_are-designed for specific vertical markets' rather than broad appllcauons Certain CVS products are purchased by

-

Thermo Vrsmn‘@ PathF deR®

VO

1

T . our Govemment Systems division for sale to 1ts customers T

I

Thé ThermoVision PathFindIR is a low cost imager for use as a
driver'’s. vision enhancement device for passenger vehicles,
eonuhercial -vehicles, émergency and military vehicles. It allows
drivers to see dangerous conditions at night, five times sooner than

- they-will with conventional headlights, ThermoVision PathFindIR is

based on our low cost, uncooled sensors that also appear in the 2006

‘BMW 7- Senes automoblle

The ,!I_'hermoV1s1on Marmer is a low cost system for maritime

navigation and -security. It features the ThermoVision PathFindIR
imager, which allows captains to navigate confidently at night and see

terrain, floating debris, and can be used as a security system. The -

imager is packaged-in'a simple, marinized pan and tilt enclosure and
is designed for the large boat and yacht market.
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UltraMedia® Family , Co The . UltraMedia famxly s a- hlgh resolulmn hlgh slablhzatlon
¥ . electronic news gathering system for alrbome use. Utnhzmg the latest

> broadcast camera ,technology, our systems offer mdustry,ileadmg

,,magmﬁcauon and stability. The UltraMedia series electronic news

gathering products are the most widely-used airborne camera systems'

in the .world today. Introduced in 2005, the UltraMedm HD offers’

- high-definition performance using a broadcast high- deﬁmuon camera

et and a choice of lenses. c i AR

a - ' A ] . . i .
.1 . . .. R . LA LI

Ultra™ 8000 Family . _ The Ultra 8000 series airborne multi-sensor imagers are compact,
; o _ ) « ., stabilized thermal and visible systers, ‘for.aircraft-use. These products
< e . offer:a range ‘of performance -and_prices.to suit.a variety "of law

enforcement missions and budgets. The Ultra 8000 series 'is the
smallest and lightest- high performance airborne law* enforcement
“system .available. Industry-leading features include a continuous
zoom infrared lens, built-in auto-trackmg .capability, GPS _annotation
. and easy to use hand controller. The system is designed pnmanly for
law ‘enforcement applications where the continuous zoom and auto-
tracker -aid in keeping suspects in the field of view. The system’s
--small size and light weight make it attractive for use on smaller
" helicopters which are‘typicatly used by.'-US'Iaw enforcement agencies.

Imaging Cores - . Our Imagmg Core product lme provndes our OEM customers a full
range.of imagers to choose from in order,to.meet the spec:lﬁc needs of
. .-their apphcauon Representative applications include a miniature
uncooled imager incorporated by Mine Safety Appliance in their
Evolution 5000 .thermal imaging camera for use by firefighters, a
miniature uncooled imager supplied to-the US Armed Forces for
mounting in an unmanned aerial vehicle’ and an uncooled imager sold
to Autoliv for integration into passenger autormobiles..
- P i . t - A .
-, Security Products . Over the past several years, we have expanded our line of low,cost
' ,'products purpose designed for the commercial security market, and
now offer an_ array ‘of cameras ranging in price from $5, 000 to over.

Ce T | . $200000 Products in this line inclide the Flashsight® hand-beld'. .

oL thermal imagers, the ThennoVnslon Integration Series™ imager Wthh
. allows - security professuonale to add.thermal imaging capability to
.. existing or new CCTV: enclosures, the ThermoVision Security® HD
. which offers both infrared and visible surveillance cameras on an
integrated pan and tilt, and the ThermoVision ‘WideEye® thermal
imager which provides a real-time panoramlc 180 degree field of view.

Government Systems Products. Our. .Gove[nme_nt _Systems .dmsnon operates manufacturing’ sites in
Portland, Oregon; Boston, Massachusetts; and Stockholm, Sweden. Typical Government Systems products are
designed to address key end-user segments including airborne, land, maritime, targeting and security and
surveillance markets. For airborne applications, we have developed highly- stabilized platforms, known as -
gimbals, which typlcally contain several of the following: an infrared imaging system, a visual camera, a lasér
rangefinder,;a laser illuminator, a laser designator and a long-range visible light spotter scope. The systems have
sophlstlcated embedded software>- provndmg tracking, ‘GPS, moving maps and aircraft information. For land
applications, we. manufacture three types' of products: hand-held products platform mounted products and
targeting products. All land systems have a high performance infrared camera coupled with an infrared lens
system. Some units have visual cameras on board and an mtegrated pan and tilt capability. Platform mounted
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. Star LS‘A}f-'lR.E’® Famzly i : Our large glmbal Star SAFIRE family is now in its fifth generauon
"t . : Our entire line -of Star- SAFIRE ‘products offer mllltary qualified,

B

unitsare typic!ally' housed in, 5 weather-tight enclosure and ‘feature remote control capabilities and-multi-sensor .
" integration ‘capability (CCTV; laser rangefinder, compass, GPS). Hand-held ground products are ruggedized and

have optlonal +lenses and.target location capabilities. Ground based: targeting products are designed to attach to

'extstmg’dayhght sights to provide- bore—s:ghted mghttlme capabilities. Some targeting systems are hand-held or

tripod mounted, and prov1de detailed target location data through the use of other position sensing technologies.

"For marmme apphcatmns we manufacture a mix of airborne and shlpbome products. The shipborne products are

snmllar to our ,airborne glmbals but are inverted and have d high level of customization for the marine
env1ronment Enhancements include hermetic sealing, on-board heaters, wipers and corrosion resistant coatmgs

" Maritime units typlcally mcorporate infrared cameras, visual cameras and laser rangefinders. .-

‘;!r-t R o . :'. . < ' -‘_‘
Cenam products manufactured by the Govemment Systems dw:smn including alrborne law enforcement
and secunty systems‘ are purchased by the’ Commercnal Vision: Systems division for sale to its customers.

'Major Government Systems families mclude -

s "

A . highly stabilized platforms with a choice of up to seven payloads,
includiﬂg'farge format Indium Antimonide or QWIP thermal imagers,
laser pointers, laser rangefinders, low light cameras and high
resolution daylight cameras. Our Brite STAR® system also offers a
o laser designator for use in fire control and targeting applications. Star
; - - SAFIRE HD, the most advanced system in this family, offers a
. A - complete ‘digital architecture for maximum image clarity, greater six

- axis stabilization and a flexible framework for customization and

. expansion. ~Star SAFIRE systems are deployed in airborne

applications, and ihcreasingly in maritime and land based -

T : configurations.

‘ - — s . e
ThermoVision® 2000/3000" - ) ~ The ThermoVision 2000 and the ThermoVision 3000 are fixed or
id , S tripod mounted cooled thermal imaging systems that can detect small

B - configurations and. ruggedized enclosures. Capable of remote

SRRV R “operation, -the systems have-on-board image processing capabilities,

. v ' " which enhance target detection and identification. Applications
P S 5 include perimeter security of military bases and sensitive government
) - . installations or border security.

e, e

ThermoVision Semryf® S “i4. - "-The ThermoVision Sentry and the ThermoVision Sentry II are fixed
ThermoVision Sentry Il s+ .. “*or tripod- mounted land based units featuring uncooled detector.

, . technology. Using this technology, this .system can operate
C N unattended for very long periods of time without maintenance. The
' “system-.incorporates- a sophisticated, highly accurate pan-and tilt
5 mechanism, high speed pointing capability and-automated scanning

e ! o . functions: Designed -for automated perimeter, or facility surveillance,

~ the system has on-board image alarm functions.-A lower cost version

and allows security system integrators to use:their own pan and tilt

. and coastal surveillance applications.

- 15

a S ~ objects at’ 10 or more kilometers away under extreme environmental :
Cr - : * ~conditions, day or night. The systems feature mission specific optical *

' of this product, the Sentinel, eliminates the pan and .tilt mechanism’

i systems -and- enclosures. Examples® of . ThermoVision Sentry
applications include perimeter security, force protect:on* border patrol‘
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SeaFLIR® Family

"L.

M ilCAM Recon® Family

.

ThermoVision Ranger® Family

The SeaFLIR family consnsts of a'series of stabilized :9%: gtmbal

.-,  infrared imaging systems designed spec1ﬁcally for, ‘the  marine
‘environment. Able. to withstand sngmﬁcant shock, vibration, and sea=

- spray, the SeaFLlR family products are sealed and coritain an on—_-': .
board de-icing system The systems mcorporate a hlgh performance" ’
Indrum ‘Antimonide infrared focal plane: array sensor with, a 10x,,

continuous. zoom- lens a laser rangeﬁnder and an auto—tracker

systems are designed ‘to be mounted on a mast, wheelhouse or| a

. weapons platform. Examples of SeaFLIR applications include foult .
- weather navigation, anti-piracy, search and rescue, mine’ detection, "

collision avordance and targeting. = _ -,,' .

.The MllCAM Recon fatruly of products are high performa.nce hand-_
'held 1nfrared 1mag1ng systems desrgned for tacttcal use by mllltary,

-paramrlttary and: law enforcement agencies engaged in long-range
surve1llance ,target observation, artillery observation and fire -

correction, perrmeter security and border surveillance. The systems
offer high-resolution long-range: imaging, with llght weight and low
power consumption: The Recon III is the most recent generauon of
Recon products and offers a binocular. format. The system features a

-unique dual channel capability with both a cooled Indium Antimonide

channel for long-range surveillance and an uncooled Vanadium Oxide

mrcrobolometer for mstant-on shorter range, wide field-of view
situational awareness The two channels also offer redundancy in‘the .
. event of one chanriel 1noperabtltty Optlonal payloads mclude a- laser‘-

pomter laser rangeﬁnder drgttal magnettc compass and GPS.-

.n. . . ther

o v

The MrlCAM SeeSPOT® 10 is a hand-held dual-band infrared
" imaging system that allows mllttary persormel to identify targets at
long range and validate the location of laser designator spot locauons,

on the targets TheSeeSPOT Il is the smatlest and lightest product
with this capability and eliminates the need to carry separate devices

- for mfrared imaging and laser spot identification. The SeeSPOT Il is
. acurrently in use by several branches of the US' Specnal Forces and

certain foreign mtlltary organizations.

The ThermoVision Ranger 11, the ThermoVision Ranger IHI, and the
Thermthsnon Ranger Multl Sensor are all high performance fixed
mounted infrared imaging systems desrgned for ‘tactical use "by
military, paramilitary and law enforcement agencres engaged in long-
range surveillance, target observation, artillery observation and- fire

_ correction, perimeter. security and border surveillance, The' system'
" offers high-resolution imaging in total darkness, through smoke, haze -

.and other obscurants..Small.and light. weight, the system,can ,be

raprdly,deployed on-a. tnpod or,in a fixed installation..The system
- features! ‘remote- control;. mtegrated pan and tilt and,very. long-range
: performance The Ranger Multi Sensor adds.a daylight ;camera,
- mapping software,” GPS and an optlonal laser rangeﬁnder for geo-

target location.. -~ .= . PRI R

. '
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. SeaFLIR 11 systems contain’ up ‘to three - payloads whlle the recently .
introduced SeaFLIR III systems’can contam up to four payloads 'I‘he
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s r-)mclude ‘research and development facilities, umversrttes, industrial companies, utility companies; bulldrng

S Customers A - 'l

T s

The pnmary customers for our products vary substantlally by division. Typical Thermography customers

1nspectors electrtcal contractors thermography consultants damage restoration contractors and - IUMErous

" commercwl enterpnses' Commercnal Vision Systems serves customers such as ongmal equ1pment
:’manufacturers automonve supphers aircraft- manufacturers and - dealers, mariné electronics dealers major
mtegrators of secunty systems and news gathermg agencies while' our Governmeit Systems customers mclude :
’_domestrc and forergn govemment agencnes including military, paramlhtary and police forces. Our customers are

located around the wor]d and are serviced by a global dlstnbutton orgamzauon covering more than 60 counmes

,

Yo A substantlal port1on of oiir revenue is derived from sales to: US and foreign government agencies and Our
'-'-busmess will continve to be substantlally dependent; -upon: such” sales. Aggregate sales to US Government
. agencnes accounted for 32 % of our reveniie in-2006, 33%,in 2005 and 40% in 2004. Sales to customers outside.
~ the United States.accounted -for 45% of revenue in 2006, 44% m 2005 and 42% in 2004. We expect non-US
‘Tevenue to continue- to account for a srgmﬁcant pomon “of ‘our “total revenue. Further - information about

geographtc operattons and customers appears in Note 17 to the Consolldated Flnancml Statements in Item 8,

£ L. o A o,
o .

: Sales and Distribution T L

*’.v'-,‘i.., g

R We believe our sales and dlstnbuuon organization‘is among the largest in the 1ndustry and effectively covers®
: the ‘world’ wrth a. combination’ of ‘direct sales, independent representatives and distributors, dealérs, applicatton

. engineers, service and tralmng centers. Our sales personnel, including third party distributors, undergo:a-

" comprehensive trammg program on each product’s technical:specifications, functions and applications: We also_a L

contmuously update our trammg programs to tncorporate technologlcal and competitive shifts and changes - ;r'

;-rl b v

te R .
A R K

" We'sell to many dtstrnct markets, and have established spec:ﬁc sales channels for each market, We sell our * '
K _Thennography products ‘worldwide through a direct sales staff and a network of distributors and representatives.

. -Our Thermography busmess continues to expand distribution, particularly in Asia and Latin America. At the end

a i

1

of 2006 ‘our Thermography dmsron had over 130 direct sales personnel and approximately 390 dtstnbutors

e Ta,

A}

Commerc1al V1sron Systems is also actlvely expandlng its dlstnbunon network by hmng addmonal direct
‘sales- personne] and expandmg thrrd party distribution’ networks in specific markets. As-of year-end 2006, our -
Commerc1a1 VlSlOl‘I Systems, sales organization had approx1mately 30 direct sales personnel and approximately . .
190 dealers In cenam ‘markets CVs. has chosen to supply camera cores on an OEM basis to companies with well .0 "

estabhshed distribution networks. Examples include firefighting, where we supply cores- to Mine Safety
Appllances automotive, where we are partnered with Autoliv; and commercral security, where we supply camera
cores to Pelco loe- . _ ] ; .
. Our Government Systems business has a direct sales staff of over. 50 personnel and a network of over 50"
1ndependent representatives and distributors covenng all major government markets worldwide. Included in this’
total are techmca] and customer support staff in the United States and Europe who prov1de application development
techmcal trammg and operattonal assistance to direct and mdlrect sales personnel as well as to customers.”. T

- . s S, . . s -

Marketmg

r
4.

= Wlth our. further expansmn into the low cost segment of the commerc:al markets we have developed greater

competenc1es in rharket research, electronic marketmg, ‘marketing communications and busmess development.
Our ability to-identify new markets, tuné our. product solutions fo‘meet unique market needs, quickly develop’
markettng communications that h1ghl|ght these unique features and leverage existing and new distribution
channels fo develop mcremental business are lmportant aspects of our. marketmg and commumcauons efforts.

20N s

_.._;c‘,-,.t: el ...»

o We' focus ‘our product marlgetrng activities on internet promotlon, advemsmg, direct mall, press tours,

technical articles for publications and participation in most major trade shows in our industry. These activities

Lk
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- give us the opportumty to educate potenttal customers about the key features and atmbutes of .our products and
how they may be used to address specific. customer needs T et

LTl s

M "ae' . e . N -;f-
Customer Servrce A L . - L

We maintain service faclhues at our, factories in Portland Oregon; Boston Massachusetts Santa Barbara
Cal1fom1a Stockholm Sweden .and London Umted ngdom and‘at our locauons in. Antwerp, Belgmm
Frankfurt Germany; Toronto, Canada Paris, France Milan; Italy, Hong Kong, and Sao Paulo " Brazil, Each of
our ‘service facilities has the capab1hty to perform the. complex callbratrons requlred to service comrnercral
thermal imaging systems We employ approx1mately 100 people worldwrde in our serv1ce orgamzatlons We also
maintain field service capablhtles in five addmonal forergn locatlons undér thie drrectron of our :ndependent
representatlves or dtstnbutors : :

Backlog - ' i?J-‘ ' o o

At December 31, 2006 and 2005 we had an-order backlog of $274 mitlion and $193 nulhon respecnvely
Backlog is defined as orders” recerved for products or services for. whrch a sales agreement is in place and .
delivery is expected within twelve months. Backlog is greatest relattve 1o, future revenue "in our Government
Systems division, which is charactenzed by long lead times -and. relanvely large orders and least in
Thermography business, which- essentrally ships products as. .purchase orders are, recerved Commermal Vision
Systems carries backlog in certam markets, but is less backlog dependent than Govemment Systems Backlog for
the Government Systems business:is. heavily dependent upon the timing of recelpt of government contracts: that
may - have multiple year delivery schedules. Furthermore, delivery schedules are " frequently rev1sed to
accommodate changes in customer needs. Although orders received by us are general]y subject to cancellatton in
the case of most orders included in backlog, the customer is -generally obligated to pay certam costs and!or
penaltles for cancellation. : ‘ ) - : S

Manufactunng - S ' T s ,..;; :

" We manufacture many of the critical components for our products 1nclud1ng mfrared detectors gimbals,
optics and coatings, laser sub systems and . micro-coolers. Thi§ vertical mtegratlon minimizes . lead times,
facilitates prompt delivery of our products ‘controls costs and ensures that these components satisfy our quality
standards. ‘We purchase other parts pre- ‘asseribled, including certain detectors, certam coolers and optics, circuit,
boards, cables -and wiring harnesses, These components are then’ assembled int6 ﬁmshed systems and tested ‘at
one of our productlon facrhues . ' : : . b - :
. - . - e T nE
We. have invested in- automated: production equlpment for our Thermography manufactunng facrhty in
Stockholm to support the volume demands now generated by the growth of our: “Thermography -business. This

automation includes robotic ceIl calibration capabrhues that have increased umt throughput

. We desrgn and manufacture many of our own cooled and uncooled 1nfrared detectors Prevrously, we
purchased our. cooled detectors from 'three separate-third-party -suppliers, and’purchased our uncooled. detectors'
under an exclusive arrangement with oné supplier. We.believe:this vertical integration has allowed us to continue
to obtain high quality uncooled-and cooled detectors; at lower cost, while providing better control over future
detector demgn We have mamtamed thrrd-party sources of supply for all types of detectors as well

e PP .

We.purchase certam other key components from sole or lnntted source supphers Accordlngly, we - could

expenence late deliveries or a scarcrty in the supply- of some of these components Wl Ty s -

Our manufactunng operat1ons are, from time to time, audited by certam orrgmal equlpment manufacturer
customers, which include several ‘major aircraft manufacturers, and have been cert1ﬁed as meetmg their' quality
standards. Our facilities in Portland Boston, Stockholm London Bozernan Orlando and Santa’ Barbara are ISO ;
9001:2000 certified. '
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o ' Competltron in’the. market for thermal imaging equtpment is srgmﬁcant We belreve that the pnncrpal
R - competitive factors in’ our market are performance pnce -Customer service, product, reputatron and effectrve

.=~ ° marketing; and sales efforts -Our competitors are drfferent in each market segment. In the Thermography market, ... -,

, pringcipa} competrtors mclude Fluke {a division of Danaher Corporanon) NEC San—Er, Cedip ‘and Mikron -
L Instrnments Competnors ‘in Commercral Vision - Systems vary’ market by market but " include L3 .
' Communrcanons NVTr,,Cedrp, Axsys ICX and, EMX .In the Govemment Systems market,, our competrtors
mclude Raytheon Corporanon BAE Systems 13 Communtcatrons DRS Corporatron Lockheed Martin
Corporatton El-Op, Sagem Tamam and Thales Many of these competrtors hav ubstantrally greater ﬁnancral
technrcal and marketrng resources than we do -

, e Propnetary Rrghts

_ We have nuimerous patents trademarks, trade secrets and other- rntellectual property that are important for
’_‘-j‘" ) OUur success. We rely, i on} ‘a combination of patent trademark and trade sécret laws conﬁdentralrty agreements and
R contractual prov1srons “to’ protect our: proprletary Ti ghts We believe that our hrstorrcal success has been primarily
o a funcnon of other competrnve advantages such as the skill and expertence of our employees our worldwide,
w0 intellectual property protectron does not necessartly represent a barrier 1o, entry info the thermal 1mag1ng 1ndustry,
' N cannbt be certaln or., grve any assurance that we- can mamtaln this competmve advantage or that competltors
L w1ll not develop similar of supenor capabilities. A

. : : . EE e DA S O SO+ I U gt :_.* it . -
Employees RGN 7.
v C As of December 31, 2006 -we had. 1,419 employees of Wthh 921 ‘were in the United States and 498 were '
' i " v«_ - ~outs1de of the United States ‘We have been generally successful in attracting hrghly skilled technical, marketing '
S and ‘management personnel to_date>*None of our employees in the United States are represented by a union or
S R other ba.rgamlng group: Employees in Sweden are represented by unions. whose contracts are subject to perlodlc

-

’ renegotratrons We belreve our reIatlonshrps with our employees and unions are good.

o . - . t > had
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Avatlable Informatlon
e oo

lS(d) of the Securltles Exchange Act of 1934 are avallable through our internet website as soomas»reasonably

.o " - . A LU

Y

Our 1nternet websrte address 15. WwWwW, fhr com. Our Annual Report on Form 10 K quarterly reports on Form

practrcable after we electromcally file: such matenal with, or.fumish it to, the' Securities and Exchange .

S Commrssron .Our. mtemet websrte and the information contamed therein or connected thereto are not intended to

L " be. 1ncorporated mto thrs Annual Report on Form 10-K. . L .
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ITEM 1A RISK FACTORS ) ‘ L o B

The followrng are 1mportant ‘factors that couid cause actual results or events to differ materially from those
o contalned in any forward- looklng statements made by or on behalf-6f the Company In addition, you should
w know that the risks and uncertainties described below are riot:the only ones we: face. ‘Unforeseenrisks could arise

and problems or issues that ‘we: now view as minor could become more significant. If we were unable’ to .

adequately respond to any, risks; our business, financial condition and results_of operations could be- matenally
" adversely affected "Addlnonally, we cannot- be certain ‘or give any assurances that«any actions’ taken 10 reduce
known nsks and uncertarntres wrll be effective. nE ; nte :

o
%

F Iuctuattons m our quarterly and annual operatmg results make II dtﬁicult to predtct our future perfarmance

A Our quarterly and annua] operatmg results have:fluctuated in the past and are- likely to ﬂuctuate in the future
. v ’ due to a vanety of factors some of which are beyond our control Due to' these: ﬂuctuatlons we believe that
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quarter-to-quarter comparisons of 6ur operating résults-are not necessarily meaningful and should not be relied
upon as indicators of future performance Factors that may affect our future operatmg results mclude !

*  the timing;, number’ and size of orders from and shtpments to, our customers, as well as the relative mix
“of those orders; . .o . . : "

. variations in the volume of orders for a particular product or product line in a particular quarter;

+  ‘a’significant portion of our sales are’ madé in the.last month of each quarter, wuh sales frequently
concentrated in the last week or days of the quarter; :

e the timing and market acceptance of our or our competttors new. products product enhancements or
: technologtes .

= our ab111ty to obtain sufficient supplies of cnttcal components S R PR P

¢ the timing of the telease of government funds for procurement of our products;
. changes in our or our competitors’ pricing pohcres : L ' A .

= our ability to collect on trade receivables;

. the timing and amount of any inventory write-downs;

* .

. forelgn currency ﬂuctuauons
. the abtltty to secure export licenses for international sales orders; A L s

«  costs and risks associated with the acquisition and 1ntegratton of other businesses, product lines or

'technologtes and o ‘ e

L general economtc condttlons both domesucally and 1ntemattonally L
Seasonal ﬂuctuatlons in our operatmg results parttcularly the increase in sales we generally expenence
every year in the fourth quarter result from: o o -

* the seasonal’pattem of contractmg by the Umted States Government and certain foreign governments

« the frequent requirement of international customers to take deltvery of equtpment prror to January due

to funding cons1clerauons ancl e E

«  the tendency of commercml enterpnses to fully tmhze annual capttal budgets prior to exptratton
P 4 N I . .
We may be unable to successfully mregrare recent or ﬁrture acqmsrttons into our operations, thereby
dtsruptmg our business and harming our financial condlrton and results of operanom‘ _ _

. We have made numerous’acquisitions. of various s1zes‘durmg our htstory Our most recent acqutsmons

1nclude Scientific Materials Corporation and Brysen "Optical Corporation during 2005 and Indigo Systems
Corporatton in 2004. The Indigo acqutsltlon was. large and srgmﬁcant effort was requtred to 1ntegrate Indlgo s
operations into ours. While we believe th'i's' integration has been. successful there can be no assurances that we
- will be successful in’integrating future acqutsmons "This- mtegrauon of businesses, personnel; product lines and
, technologies is typ1eally difficult, time consummg “and subject to mgmﬁcant risks. For €xample, we could lose -
_key personnel from companies that we acquire, incur unanttctpated costs, lose major sources of revenue ‘fail to ~
integrate critical technologies, suffer business disruptions-or incur unanticipated liabilities or expenses. Any of
these difficulties could disrupt our ongoing business, distract our, management and employees, increase our
expenses and- decrease our revenue. FURET PRCNI . - .

PR . o
"It s possrble that we will make additional acqunsmons in the future. Any future va‘UISlllonS are subject to

the risks described above. Furthermore, we might assume’ or incur’ addmonal debt or issue addtttonal -equity
securities to pay for future acquisitions. Addtttonal debt may negauvely 1mpact our results and increase Gur
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financial risk, and the issuance of any additional eqully securities could dilute our then existing shareholders’

ownership. We frequently evaluate strategic opportunities available to us and may in the near or. long term pursue
acquisitions of complementary businesses, product lines or technologies. No assurance can be given that we wnl]
realize anticipated benefits of any future acquisitions, or that any such aCC]lIlSll:IOl‘l or investment will not have a
material adverse effect on our business, financial condition and results of operations.

. Our future success will depend on our ability to respond to the rapid technological change in the markets in
wh:ch we compete. L . "\

The thermal imaging industry is characterized by rapid technological developments and frequent new -
product introductions, enhancements and modifications. Qur ability to develop new technologies that anticipate
. changing customer requirements, reduce cost and otherwise retain or enhance our competitive position will be an
important factor in our future. results from operations. We will continue to make substantial capital expenditures
and incur significant research and development costs to improve, our manufactunng capabnhty, reduce costs and

develop and introduce new products and enhancements. If we fail to develop and introduce new lechnologles ina i

timely manner, our business, financial condition and results of operations would be adversely affected. ’

L e i e N SRR R i

LN
We may experience impairmém in the value of our tangible and intangible assets

.. Our industry is subject to rapid changes in technology, which may result in unexpected obsolescence or
impairment of our assets. As of December 31, 2006, our intangible assets, including goodwill, totaled $200.7
million and represented 25% of our total assets. Most of these intangibles are the result of acquisitions in which
‘the total purchase price exceeded the value-of the tangible assets acquired. We amortize certain of these
intangibles over their ant1c1pated useful life, and review goodwill for impairment annually. To date we have not
-experienced any impairment of our intangible assets, but there can be no assurance that we will not. expenence
such impairment in the future. In addition, certain of our tangible assets such as inventory and machmery and
cquipment may experience impairment in their value as a-result of such events as the introduction of new
produicts, changes in technology or changes in. customer demand patterns: We depreciate ‘our machl_nery and
equipment at levels we believe are adequate; however there can be no assurances that there will not be a future
impairment that may have a material impact on our business, financial condition and results from operations.

We must successfully introduce new or enhanced products, enter into new markets and :"_nanage‘ the costs
associated w:rh producing numerous producr lines to be successful.

Our future success depends on our ability to contmue to improve our ex1stmg products and to develop new.
products using the latest technology that can satisfy’ customer requirements. We entered several new markets in
2006, including the automotive, recreatlona] marine and low cost thermography markets, and expect these and
other new markets 1o generate sngmﬁcam revenue in the future. The long term success of these. products cannot
be assured. We are also investing a significant.percentage of our resources on research and development with the
objective of developing new products or enhancing existing products. We cannot be certain that our new products
and product enhancements will be successful or that customers will accept any of our new products. In addition,
the complexity associated with developing and mamtammg multiple product lines may inhibit our ability to
maintain or improve our profitability and may require significant management time and effort to effectively
-manage. Our failure to complete the enhancement of these products, the failure of our current or future products
. to gain or maintain market acceptance or our fallure to successfully manage our cost of producuon could have a’
material adverse effect on our business, financial condluon and results of operations.

P f '

. Competition in the markets for thermal lmagmg ‘equipment is intense and our fa:lure to compete effectively
wou!d adversely aﬂ’ect our business. &

Compeuuon in the markets for, our products is 1ntense The speed with which companies can 1dentlfy new
appllcauons for thermal imaging, develop products to meet those needs and supply commercial quantities at low
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prices 1o thé Tnarket' are important competitive factors. We belie\?e.-thé principal competitive factors in our

mi;fkél‘s' ‘aré product features, performance, reliability and price. Additionally, our products‘compete: indirectly
with numerous othér products, such ‘as image intensifiers and low-light cameras, for limited governmerital and

‘military funds. Finally, many of our competitors have greater financial, technical, research and development and
marketing. resources than we do. All of these factors as well-as the'potential for increased competition from new
competitors requires us to.continue to invest in,, gmd -focus on, research and development and new product
innovation. No assurance can be.given that we will be able to compete effectively in the future, and the failure to
do so would have a material adverse effect on our business, financial condition and results of operations. -

[ QI sy T . . o e
n .

- ot e " - et . . i T * o
'Dependence on sole source and limited source suppliers of components for our products exposes us to risks
that could result in delays in satisfying customer demand, increased costs and loss of revenue.

- “We currently rely ona number of sole source ‘and -limited .source:'suppliers to -provide .certain key
components for our products. We have increased dur intérnal sources of supply for certain critical components, in

" particular cooled and uncogled infrared detectors; optics and optical coatings, and laser components:'We rely on

a i . M hd - . .. .
numerous sole or limited source third party suppliers for. various:key components including laser designators and
rangefinders, certain machined ‘parts, optics, motors and electronic’ components.Many ‘of these suppliers are
small and we are often one’ of their most important customers. Our business, financial condition and results of
operations could be materially and adversely affected in the event that we are unable to source certain of these
‘Zomponents on a timely basis or if such components are defective or they do not otherwise meet our performance
standards. wl . - . R S

Based on past experience, we expect 'to'occjasioﬁélly'r.ecei\'ré;l'ate, deliveries or to experiénce inadequate
supplies of certain components. If critical components provided by ::mylsigniﬁcant supplier become unavailable,
our 'manhfzicju‘lring operations would be disrupted. Unless' we have sufficient lead-time and are otherwise able to
identify and qualify acceptable replacement components or redesign our products with diffefent components, we
might not be ‘able to obtain necessary components on a timely basis’of “at acceptable prices."Any extended
interruption in the supply of sole or limited: Source components would have a material adverse effect on our
business, financial condition and results of operations. S S

*

We may not be successful in obtaining the necessary export licenses to_conduct operations abroad, and the
United States Congress may prevent proposed sales to foreign governments.

- Expont licensés are required from United States Go'v'e'r'hment agencies under th_é Export Adhihis}ralion Act,
the Trading withi the Enemy Act of 1917 and the-Arms Export Control Act of 1976 for export of many of our
products. We can give no assurance that we will be successful in’ obtaining:these licenses. Recently, heightened

. “government scrutiny of export licenses for products;in our markeét.has resulted in- lengthened review. périods for
- our license’ applications. Failure to obtain or delays in obtaining these licenses. would prevent-or delay. us from’

condition and results of operations. . - . cuoi ST - -

v ~ . " ot

We-may not be able to reduce our costs quickly enough'if our ;a!és decline.”) ™ ' L ' *
(g . . . M . v (LS o Lo

. Oi';r expense levels are based, in p:su"t,- on our expectations regarding future sales, and these expenses are
largely fixed; particularly in the short’ term. In”addition, to enable, us, t6 promptly fill orders,” we maintain
inventories of finished goods, components and raw materials.'As a result, we commit to*considerable.costs, in
advance of anticipated sales. Accordingly, we may notrbe’ able .10 reduce our costs in a timely manner: to
compensate for any unexpected shortfall between forecasted and actual sales. Any significant shortfall of sales
may result in us carrying higher levels of inventories of finished goods, components and raw materials thereby

increasing our risk of inventory obsolescence and corresponding inventory write-downs and write-offs.
o ’ . e RSN . . i

F . LIS
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o, and sales personnel,

4

Our furure success depends in part on atrractmg and rerammg key senior management and quahﬁed technical

s ) ‘ ta

Our fulure success depends in part on the efforts and continued services of our key executives and our

" .ability to ttract and retain - quallﬁed techiical and sales personnel Srgmﬁcant competition exists’ for such

personnel aiid we cannot assure the retention of our key executives, technical and sales personnel or our ability to .
attract, mtegrate and retain other such personnel that may be required in the future.. All key personnel excluding

those Iocated in California, “have signed' non-competition agreéments which limit their ability to join companies

that dlrectly or ‘indirectly compete with us."We cannot, however assure "that employees will not -leave and

subsequently compete against us. If we are unable to attract and retain key personnel, our business, financial
condition and results of operations could be adversely affected. |

Te1

We have indebtedness as a resulr of borrowmgs under our credl t faczlr ties and the sale of our convemble notes.

“We have a $300 million Credit Agreement Whlch was signed on October 6, 2006 under which we had $45 5
million outstandmg as of December 31, 2006. Addmonal]y, in June 2003, we issued $210 million of 3.0% semor
convertible notes due 2023in a’ pnvate offenng pursuant to Rule 144A under the Securities: Act of 1933. Asa’
result of this 1ndebtedness our pnncrpal -and interest payment obligations have mcreased Our ability to'meet our
debt service obligations will be dependent upon our future performance, which wrll -be subject to ﬁnancral
busmess and other factors affectmg our operations,’ many of which are beyond our control. :

A . - i '
Ve

" We face risks from ml‘emanonal sales and currency ﬂuctuat:ons

.

. We market and sell our products worldwide and 1memauonal sales have accounted for, and are expected to
cormnue 10 account for, a significant portion of our revenue For me years ended December 31, 2006 and 2005,
1mernal10nal sales accounted for ‘45% and 44%, respectrvely, of our total revenue. Our mtematronal sales are
subJecl to'a number of risks; 1ncludlng "

ﬂ . the meosmon of govemmental controls;
+ 1 restrictions on the expon ‘of ¢ritical technology; ' T, . -
. trade restrictions; A
-7 difﬁeulty in collecting receivables;
. inadequate protection of mtellectual property;

P labor union activities; s
et changes in tariffs and taxes; .
. dlfﬁculues in smfﬁng and managmg ‘international operatrons, . .

- polmcal and eeonomlc mstablhty, and o A ' R i

. - F

g " . N r

i Benerdl economic condmons. S : o S

Hlstoncally, currency ﬂucluauons ‘have affected our operatmg results. Changes in the value of foreign -

currencxes in which our sales are denommated or costs incurred have in the past caused, and could in.the future
‘cause, fluctuations’ m our operatmg “results. We seék - ‘10 teduce our exposure to currency fluctuations by

.denommalmg, where” possrble our international sales - in US dollars. With respect .10’ international sales
. denominated in United States dollarsr a, decrease in the value of foreign currencies relatlve to the United States

dollar could make our products less price competmve No assurance, can be given that these factors will not have
a material- adverse effect on our future, international sales and operatrons and, consequently, on our business,
ﬁnancral condition and results of operauons e

Our products may suﬁer from defecrs or errors !eadmg ro subsranna! damage or warranry claims.

We include complex system desrgns and componenls in our products that may contain errors or defects,

T pamcularly when we mcorporate new technology into our products or release new versions. Whtle we have not
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yet had to recall a product, if any of our products are defective, we might be required to: redesrgn or recall those
products or pay substantial damages or warranty claims. Such an event could result .in-significant. expenses,
disrupt sales and affect our reputation and that of our products, which would have a material.adverse effect on
our business, financial condition and results of operations. Furthermore, product defects could result in
substantial product liability. We maintain product liability insurance but cannot be certain. that it is adequate or
will remain available on.acceptable terms. : Lo

o N .
.

Our mabthry to prorecr our intellectual property and proprietary nghts and avord mfrmgmg the rights of
others could harm our competmve position and our busmess : o

Our ability to compete successfully and achieve future révenue growth depends, in part, on ‘our ability to
protect our proprietary -technology and operate without infringing the-rights: of others. To accomplish this, we
rely-on a combination of patent, trademark and trade secret laws, confidentiality agreements and contractual

y provisions to protect our proprietary rights. Many of our propnetary rights are held in confidence as trade secrets
and are not covered.by patents, making them more difficult to protect. Although we currently ‘hold United States

patents covering certain aspects of our, technologres and products, and we are actively’ pursuing ‘additional
patents, we cannot be certain that we will “obtain addmonal patents of trademarks on.our technology products
and trade names. Furthermore, we cannot be certain that our patents or trademarks “will ‘not" be challenged or
circumvented by competitors. Likewise,” we cannot be certain. that measures taken to protect our proprletary
rights will adequately deter theif mrsappropnatlon or disclosure. Any failure by us 1o meamngfully protecl our
intellectual property could have a. material adversé effect on our business, fmancral condmon and ‘results of
operations. Moreover, because intellectual property does not ‘necessarily represent a bamer to entry, into the
thermal imaging industry, there can be no assurance that we will be able to maintain our compeutrve advantage
or thal competltors will not develop capabllltles equal or superior to ours. -

e Lrtlgauon over patents and other intellectual propeny is common.in our mdustry We cannot be sure that we
will not be the subject-of patent or other litigation’in the future, Defendmg intellectual property lawsuits and
related legal and aclmmrstrauve ‘proceedings could result in substantral expense to us and significant diversion of
effort of our personnel An adverse determination in a patent suit or in any other proceedmg to which we may be
a party could subject s to srgmﬁcant liabilities. Additionally, an adverse detenmnauon could require- us 10 seek
licenses from third parties. If licenses were not available on commercially reasonablé terms or at all, our business
could be harmed.

Y
' o

We would be harmed rf we were unable to use one of our fac:[mes

| We manufacture our products at various faerlrtles as .described in Item 2. Our mablhty to continue to
manufacture our products at one or more of our facrlmes as a result of, for example, an earthquake a prolonged
power outage, fire or other, natural disaster, would prevent us from supplying products to our customers, and could
have a matenal adverse effect on our busmess financial condition and results of operatrons We maintain business

mterruptron insurance but cannot be certam that it is adequate or will remain ava1lable on acceptable terms.

- ‘
. %, ,
e e - -
o, \ -

.. Oregon l’aw and our charter documems contain provrsrons that could drscourage or prevem a potemral
Iakeover even if the rransacuon would benef t our sharehola'ers

gt

e *.

Other companies may seek.to acqu1re or merge. wnh us. An acqmsruon or merger of our company could

- result in beneﬁts 10 our. shareholders 1nc]ud1ng an increase in the value of our common stock. Some provisions
of- our. Articles of lncorporauon and Bylaws, mcludmg our shareholder rights plan and our ability to, issue

" preferred stock without further action by our shareholders. as well as provisions of Oregon law may drscourage

delay or prevent a merger or acqursmon that a shareholder may consider favorable. . ) .

ITEM 1B. UNRESOLVED STAFF COMMENTS

'T'here were no unresolved staff comments as of December 31, 2006 K
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ITEM 2. PROPERTIES

We mamtam our corporate headquarters in Wilsonville, Oregon. The loeatton approx1mate size and type of

Locatton W

: ‘thsonwlle Oregon(l)
Danderyd, Sweden + .. .. 1. .. ..

Square Feel

154,000
- 165.000°

fac1l|ty of our pnnctpal propertles are as follows:" -~ ¢ -

Type' of Facility

~

Corporateheadquaﬁers,'.mandfactpi‘i,ng," sales and service -

Manufacturing, sales and service -

‘condttton P R S

North Btllenca Massachusetts(l) - 133,000 Manufacttlring, sales and service ¢
Goleta_Caltforma ............... 117,000 ‘- Manufacturing, sales and §ervice
Orlando, Florida(1) .. ............ 82,000 Manufacturing, research and development
Bozeman, Montana ...:....-..... 32,000 Manufacturing and sales
West Malling, United Kingdom .... 15,000  Sales and service - _
Frankfurt; Germany .............. 5,000 = Sales and service .
Milan, Italy," .."" ;. . [ 5,000 - Sales and service
- Paris; France e e 5,000  Sales and service
- Antwerp, Belgtum e 4,000 - Sales and service ;
. Toronto, Canada ................ 4,000  Sales and service ;
Sao Paulo Brazil IS T 4,000 ~ Sales and service
Hong Kong e e 4,000  Sales and service
Shanghai, China . |...... ... e 2,000 Sales and service
"Tokyo Japan T 2,000  Sales and service
(1) Owned property e ' - y

The owned propemes in thsothlle and- Orlando, and’ the leased facxlmes in Bozeman are used 'oy the
Government Systems business. The leased facilities in Frankfurt, Milan, Paris, Antwerp, “Toronto, Sao Paulo, Hong
Kong, Shanghai’and Tokyo aré sales and service locations for the Thermography business. The leased fac11|tles in

" Goleta are used by the Commercml Vision Systems business. The leased facilities in Danderyd and West Mallmg and

the owned property in Nonh Btllenca are uséd jointly by both the Thermography and: Govemment Systems busmesses

[P PR =
‘ t

We belteve our. propertles are suitable for thelr intended use, adequate for our busmess needs and i in good

T )
e

'ITEM 3. LEGAL PROCEEDINGS ‘ - AN

We have been named as a nominal defendant in four shareholder derivatives cases ﬁled in December 2006 and
in January 2007 in the United States District Court for the District of Oregon: The Edward J. Goodman Life Income -
Trust v. 'Earl R, Lewis, et al.; Chris Larson v. Earl R. Lewis, et al.; Glenn Hutton v. Earl R, Lewis, et al.; and Paul

Zetlmaier v, Earl R. Lewis, et al. Plaintiffs have filed an unopposed motion to consohdate the four lawsuits into one -

case. The complamts allege that eertam stock options granted by the Company were dated 1mproperly, and purport .
to assert claims under various common law theories and under the federal securities law; and allege the Company is
entitled to damages from various individual deféndants on a variety of legal theories? We may be Itable for the costs,-

amended As of the date of this report, we were unable to reasonably estimate these costs. o] g

We are also subject to other legal proceedings, claims and lmgatton arising in the ordmary course of busmess

In accordance with Statement of Financial Ac¢ounting Standards No. 5 “Accounung for Contingencies,” we make a ‘," ’

provision for a liability when it is both probable that a liability has been mcurred and the amount of:loss can be.;
reasonably -estimated.” We believe we have recorded’ adequate provisions for anprrobable and estimabie losses

While the outcome of such matters is currently not determinable, we do not expect that the ultimate costs to resolve . S

these n‘latters will have a material adverse effect on’‘onf financial position, results of operations or cash flows.

ITEM 4. SUBMISSION OF MATTERS TO A YOTE OF SECURITY HOLDERS

No matters were submttted to a vote of security holders during the quarter ended December: 31 2006

25

- of defendmg the claims against the individuals bemg sued, under the :Company’s Atticles of Incorporation,. as ~ ;.} o

Ve e e

P
Tr- !

o L)

- - . N -
o i it ta, PR i e Y g R g it e B A

o

JRE IO




Lk

S PARTIl e v

t4

S et ) ..'. * ."-__
SN ‘,

t .

ITEM 5 MARKET FOR REGISTRANT’S COMMON EQUITY RELATED STOCKHOLDER

MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES

¢ oTes u‘! "'l{ ) e

The comrnon stock of FLIR Systems Inc. has been- traded on the NASDAQ Natlonal Market System since .
L June 22, 1993, undér the _symbol “FLIR.” The followmg table sets forth, for the quarters rndtcated the hrgh and "

#

= low closmg saJes price for our common ‘stock as reported on the NASDAQ Nanonal Market System

2005

“Ter

B 2006
: " High-- _Low__High - -Low
First QUarter . ....ovvovsoneenaraeennnnnn $28.48" $2271 $34.13  $28.10 7.
Second QUATTEr .. ..ovvenvninatetias 12975 .. 21.81 3060 2446 .-
" Third Quarter .. .5 .. \eeeenn.. el 2172 %2064 3609 2874 rr,m,
Fourth Quarter . ... e e 33, 83 26,53 29.83 20 53 i

. N .
”-'r'J

At December 31, 2006, there were approxrmately 144.'holders’ of record of our common stoc

EAe

- 65,835,380 shares outstanding. We have never paid cash leldCl‘ldS on our common ‘stock. We: intend to retarn

éarnings for use in our business and, therefore do not anticipate: paymg cash dividends i n’ the foreseeab]e future

The graph be]ow shows a companson of the ﬁve—year cumulauve total shareholder ‘return for the

tl-

. Company’s common stock wnh the cumulative total returns on the Standard & Poor’s MidCap 400 Index- and the
Standard & Poor’s 600 Electromc Equtpment Manufacturers Index for the same ﬁve—year penod "The'data used

for this graph assumes that $100 was invested in the Company and m each mdex .on December 31, 2001 and that

all dividends were remvested

.".tii.‘" TaLY
1w ,:L: =
g
8 .
°
- o
Dec-01 Dec-02 Dec-03 Dec-04 Dec-05 Dec-06
—o— Flir Systems, Inc. - » L ' '
——S5&P MidCap 400 Index :
= SE&P 600 Electronic Equlpment Manufacturere Index
The stock performance graph was plotted using the followmg data ST R i
= Dec0l - Deco2 Dec03_. ; Dec04 *+ Dec 05 " Dec 06 S0
CFLIR Systems, Inc. .........-.. ... 100:00 -128.69 19251 | 33645 2"3"5"55“1 BsTe
S&P MidCap 400 Index ............ 100.00- 8549 11594 ~13._.5.05 £-152, 007 167 69 L8
. S&P 600 Electronic Equipment B L g E
i Manufacturers Index .. ........... 10000 - 7336 10682 11882 lll 38 13018
( K 2% \
- el T g e ey S
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. the, open market are as follows:~ '

A,

Informanon wrth respect to equity compensationsplans is included under “Equity ‘Compensation Plan-
Information” in‘our definitive proxy statement for our. 2007 Annua] Meetmg of Shareholders and is rncorporated .

herembyreference R wohL T . .

]
‘a

Authonzatlons by our Board of Dlrectors'for the repurchase of shares of our outslandmg common stock 1n

v, . - 1+ . A
e T N v i
' . PLCEN

Expiration Date

*.7..]  :Authorization Date . Shares Authorized ~ _
April 2005 April 2006 3.0 million 3
N February 2006 February 2007 5.0 million .
February 2007 February 2009 6.0 million

I\ T .

*All share repurchases are Sl.lb_]ECt to applicable securities law, and are’at times and in amounts as
managemenl deems appropriate. As of December 31, 2006, we have repurchased approxlmately 2.3 million
shares under Lhe April 2005 authorization and 4.4 mllhon shares under the February 2006 authorization. The
Apnl 2005 and February 2006 authonzauons have explred and no further purchases under them can occur h

. - 'f

There were'no repurchases of our common stock durmg the three months ended December 31, 2006.
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ITEM 6.. SELECTED FINANCIAL'DATA _ |

[N e
i

" . The following selected financial data should be read in conjunction with ltem 7 “Management’s Discussion
and Analysis of Financial Condition and ‘Results of bpéralidhs“ and*:Item 8" “Financial Statements’ and
Supplementary Data.”. The Consolidated Statements of Income data for the yqar_é ended December 31, 2006.and
2005 and the restated data for the year ended December 31, 2004 arid the Consolidated Balance Shets data as of
December 31, 2006 and restated data as of-December 31; 2005 have been derived from, and should be read in
conjunction with, the audited Consolidated Financial Statements and Notes thereto;whiéli are includéd elsewhere
in the Form 10-K. The Consolidated Statements of Income data for the years endéd December 31, 2003.2nd 2002
and the Consolidated Balance Sheets data as of December 31, 2004, 2003 and 2002 have been restated to reflect
the corrections of errors as ndted'ﬁelbw.-bul such data have not been audited and is derived froijn.unaudited
restated financial statements that afe not included elsewhere in this Form 10-K. . ' N

i » . - r ' o doonae . . ’

7 As gcscﬁbed in “Manhgerr{em’_g':D'iséﬁés;io‘ii and Analysis of Fihancial Cé'nditi|6h and Results of Operations”
and Note 2, “Restatement’ of Consolidated Financial Statements” of the Notes' to Consolidated Financial
Statements included’ elsewhere within this report, our' Consolidated Financial Stateménts for the years ended
Decembér 31, 2004, 2003 and 2003 havé ‘been réstated to cotfect erfors in-the recognition of stock-based
compensation expense, primarily granted in prior years, and the related tax impacts. The restatements resulted in
after-tax chatges of $0.9 million, $2:8miillion, and $2.8' inillion for the years ended Decembér 31, 2004, 2003
and 2002, respectively. Additionally, the cumulativé effect of the restated after-tax charges for thp periods prior

- 10 2002 was $5.7 million, The adjustments reduced previously reported diluted earnings per common share by

$0.01, $0.03, and $0.04 for the years ended December 31, 2004, 2003 and 2002, respectively. -

. Year Ended December 31, .
2004 2003 2002
A 1 2006 2005 {As Restated) (a)  (As Restated) (b) {As Restated) (b}
(in thousands, except per share amounts) - o
Statement of Income Data:- . ., ' . .
Revenue ..................... ... $575,000 .$508,561 $482.651 $311,979 $261,080
Costof geodssold ...........: e 260,087 231,867 233,492 146,454 124,060
L Grossprofit...........5..0. 314913 276694 249,159 165,525 .. 137,020
Operating expenses: |, T S '
" Research and development ... [ .5.x '!50,58_4"_ . 51,514 45796 . ' 30,665 26,892
Selling, general and * : _ _
administrative . ............... 117,374 99,227 95,605 68,253 64,572
Total operating éxpenses . ... - 177958 150741 141401 98918 91464
Earnings from operations . . . .. . 136,955 125953 , 107,758 66,607 " ,45,556
Interest expense and other expense, T
11 S AT 4,344 3,729 9217 . ' 5,978 . 1,638
Earnings before income : ) T
CBAXES e 132,611 122,224 - 98,541 60,629 43918
Income tax provision .............. : 31,715 31,459 27,897 18,748 - . 5,195
Nel earnings ...........-...  $100896 $ 90,765  $ 70,644 $ 41881 . $ 38723
Net earnings per share: _ - .
Basic ..ovoii i -$ 149§ 130 $§ 105 $ 062 $ 057
Diluted ............ T '$ 132 % 116 $ 093 059 $  0.54
¥
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- December 31,

. i ‘ 20050 - 2004 - 2003 t2002
.. 2006 - (As Restated) (a) -.(As Restated) (b). (As Restated) (b) {As Restated) (b}
R S . . '+ (inthousands) - -
Balafnce‘Sheet Data: . .- . ,."1 - : . s Lo cre
Working capital . ... % 000 $315 610  $316,335 $276,642 ' $310,710 . $120,657.% .
Total assets ... ....%, ... 802,833 | 689,423 622,446 . 448,538, . 232,055
. -Short-termdebt .............. 45507 56. - . 105 . T
' Lo’if"g-ténn debt, excluding current . AR ' e L o
T pOrtion L ........ w0 207,024 206,155 205,335 . 204,369 . —
Total shareholders’ equity ....o. 398,752 356,981 . 303,498 - 161,891 - -- 169,738

— : S . O P . s o o
. {a) See Note 2, “Restatemenl of Consolidated Financial Statements,” of the Notes to the Consolidated Flnanelal .

r

-Statements included elsewhere in this report.

(b) ‘The table below presents the impact of the stock-based compensatnon and relaled tax adjustments to the -

restatement of our previously reported Consolldated Statements of “Income for ‘the years ended
December 31,2003 and 2002 and the Consohdated Balance Sheets as of December 31, 2004, 2003 and 2002

(m thousands expect per share amoums) . o _,--;
N R e oo P R . Yeal:Ended DecemberSl
: : RIS , - 2003 . 2002
[ N TR As Reported Adjustment As Restated A Reported. Adjustment s Reslated‘
Statement of Income Data R } o
"Revenue ........... ST - $3ll,979 $ —  $311,979 $261,080 .$ — $261.0_80
" Costof goods so!d ...-.', ..... e - 146,454" . — 146,454 124,060 — 124,060
Gross proﬂt e oL 185,525 —_ 1_765,‘_5_25 . 137,020 i 137,020
Operating expenses:- : . o T L
Research and development Ceean 30,6(_55 — 30,665 . 26,802. = 26,892 -
* - Selling, general and ‘ R ’ : A
* " administrative’ s .. ... ..., 65,034°:. 3219 68253 59,597 - 4975 64,572
* Total operating expenses ... .. 95,699 3219  98918: 86,489 114,975 91,464
Eammgs from operatxons \oe. 69,826 ' (3 219) 666q7 50,5311‘_.‘_‘3"” (4’1',975') 45.556 .
" " Interest expense and other expense, - R ‘ :
ML L. i S 59718 - — . 5978 “1,638 °  — . 1,638
N Eammgs before income. : - o i o
. "’ . THAXES L h e ... 63,848 (3,219) 60,629 48,893 - (4,975)" 43,918
N "Incotme tax provision ..... P 19,155 ~ 40D 18,748 7,334 . (2,139 . 5,195
ES "Netearmngs,...’;‘l'. vheiiens § 44693 $2812) $ 41,881 "$:41,559 $(2/836) '$ 38,723.
Net earnings per share: - . S . o
" Basic...... RTTITTIay cooeo- 3066 3 (0.04) 5 062 5 062 $ (005 $ 057
. - Diluted /.. S PR “.$ 062 (003§ 059 $ .058 $(0.04) $ 054

e

<
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cl_j " December 31, . . - vie

T T T 2004 e . o a2003 0., . . 2002
PN e . 'AS L & * AS As ¥ """”H’ CAs As" 77 As -
o T " . Reported Adjustment Restated Reporu:d Adjustnent Restated Reported Adjustment Restated
Balance Sheet Data:, R ' : o oo ’
Long-term assels: A B e . e A . .
.Deferred income taxes, net ..... $ 22,890 . $-(7,986) $ 14904 $ 21,146, $ (1, 885) $ 19,261 $ 25 977 S(l.?ﬁ?) $,24.210
Total assets ....... SERLERE S 630’432‘1 (7,98'6') 622,446 4?0 423_ (1, 885) 448 538 233 822 (l.767) 232 055_
Current liabilities: ’ . . ) ’ . : . N Lo
- Accri.ted payroll and related . ) ' .. P AT i, T
habllmes e 22,375 - 1,802 24,177 12.778'“ . 1,066, 13,844 11,030 §22% 7 11,852
Ji*Accriléd income taxes . ....... C 5626 0 (113) 5513 D — L — s = -
Total cutrent liabilies ............ 89,087 - 1,689° 90,776 70,337 1,066 71,403 52,626 822 -. 53448 -
Shareholders' equity: : ot ' Coe ' P >
Common stock and additional - croe L Tt T R
" paid in capital. . ... e 219,230 2547 221,777 156,154 . 8 420" 164,574 218,052 5.970 224, 022 ol
. Retained earnings (accumulated G, T B o
i deﬁcn)r. RRRETERER R ¢ 72,883 . (12 222) 60,661 1.388' (ll 37]) (9,9832__‘(43.305) (3.559) (51 ,864) -
. Total shareholder's equtty PR ) KB W (9 675) 303.498 : 1164’84.2.,-1 r(2 951) 16.1.8.9ll _1172".327 X -1(2,558.9) . l69.7?LS
Total liabilities and shareholders’ : o o o " T
eUILY oot 630,432 . (7.986) 622446 450423 (l 885) 448,538 233,822 (1.767) 232,055

bl The adjustments thal were made to the December 31, 2004,,29(_)3. and 20Q2 Cbttsclidated Balance Sheets )
areduetothefollowmg s . _ ". : } S O

& a. P REE

» The decrease to deferred income ‘taxes.in each year relates to the net 1mpact of the reducllon in-net PR

-operating loss carryforwards due to the 1mpact* ‘of. IRC sectlon 162{m) and the'" UtlllzathIl of state | &
. " income tax credits, net of the increase in cumulatlve deferred tax assets associated with the stock based . '
o compensatlon and related payroll tax expense; S - < . ST

. 'The mcrease in each year to accrued payroll and related llabllmes pertams 0 lhe cumulauve addmonal

'accrued payroll’ tax expense assocnated with the change m optlon class1ﬁcat10n from mcennve stock T
H - ¥ el .t - D S

opuons 10 non-quahﬁed stock options; v A R - K o : )
. L b

R Cr

*» ~ The decrease to accrued income_taxes payable relates to the addmonal usage of state research.and ':'.?‘

e . I ¥ +

‘developmentcredxts T Cal e S ATV .qu,-.»;

Wi Theid increase in cach year to addmona] pald in capltal is the 1mpact of the c'ttmulatlve oni- cash steck—
" based compensauon expense, “the’ cumulanve addmonal EXCCSS tax deductmns upon exercise and the

disallowance of prior stock option deductions’ due to IRC section 162(m) thus resultmg m an increase . N
Iouaddmonal paid-in capital in each respectlve year; z and . . 7 el g
2 R T I [

: n .= .. The decrease.to retained eammgs is the . cumulatwe mcomerstatemem 1mpact associated with the
< addmonal stock- based compensatlon expense and related tax effects’ recogmzed :

4 [




' ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF F[NANCIAL CONDITION AND .
RESULTS OF OPERATIONS . T E

Overvzew

FLIR was founded in 1978, originally providing infrared imaging systems that were mstalled on vehrcles for '

use-in conducting energy audits of neighborhoods by helping: to determine whether thereé was any abnormal
leakage of heat coming from the doors, windows, walls and roofs of each house. As demand for that application

declined, we began to focus on other applications and markets for our téchnology, in partlcular designing and" .

selling stablhzed thermal imaging systems for aircraft used by law enforcement. Since then, we have continued
to develop thermal imaging products for a growing number of applications and have now become one of the
world leaders in the design, manufacture and marketing of thermal imaging and stabilized camera systems for a
wide variety of appltcatrons in the commercial, industrial and govemment markets, mtemat:onally as well as

' 'domestlca]ly

.'\

During 2006, we separated the Imaging business segment into the Government Systems and Commercial’
Vision ‘Systems segments. Qur business is now organized around three principal business. segments,

Thermography, ‘Commercial- Vision Systems and Government- Systems Accordmgly, ‘we have restated__'
' pre\flously reported penods ina comparable basis.

Our Thermography business primarily consists of the use of hand-held thermal imaging systems that can

detect and measure minite temperature differences, which is useful for a wide variety of industrial and- ‘
commercial applications. Uses for .our Thermography products include high-end predictive and preventative ;

maintenance, research and development test and nmeasurement, leak detection and scientific analysis. Qur
Thermography products are primarily produced at our facilities in Stockholm. A growing distribution network

has enabled us to penetrate existing and emerging markets and applications worldwide.

*u il

Our Commerenal V|s1on Systems business is focused on the development, manufacture and sale of generally

A'lower cost uncooled products to emerging commercial markets where the primary requirement is to see at mght
_or'in adverse conditions. These rnarkets are developing rapidly, and include such uses as automotive mght vision,
" recreational marine, ﬁreﬁghtmg, airborne law enforcement and commercial security, CVS also sell camera cores,

readout integrated circuits and other sub-components to Original Equipment Manufacturers’in certain markets.

'Our infrared sensor business, which supplies both internal and external customers, is also a part of CVS. Vertical
“integration into. infrared, sensors,. which was-accomplished through-our 2004 acquisitton of Indigo Systems ™ *
-Corporauon (“Indlgo N, provtdes us with the _ability to desrgn and produce infrared detectors, which in turn
allowed us 10 reduce our eosts and open new markets

Our Goverhment Sys'tems business offers a wide’ array of products, all of which allow the user to see in total
darkness, and through many types of obscurants, such as-smoke, haze and most types-of fog. The primary market

for these products are government customers, who .use our-hand-held and fixed mounted prodicts for such

applications as force protection, counter terrorism, search and rescue, perimeter security, navigation safety, law
enforcement, narcotics detectlon maritime and border patrol, and anti-piracy. Our ‘Government Systems products
are-primarily produced at our Portland, Boston and Stockholm facilities. A substantial portion of our revenue in
the Govemment Systems business is derived from sales to government agencies.and we are continuing to expand
our military program business, both in the United States and internationally.

. “International revenue accounted for approximately 45%, 44% and 42% of our revenue in 2006, 2005 and
2004, respectively. We anticipate that international sales will continue to account for a significant-percentage of
revenue. We have exposure to foreign exchange flectuations and changing dynamics of foreign competitiveness
based on variations in'the value of the US dollar relative to-other currencies. Factors coniributing to this
variability include significant manufacturing activity in Stockholm, significant sales denominated in currencies

~ other than the US dollar, and cross.currency fluctuations between such currencies as the US dollar,”Euro and

Swedish Kroner. During 2006, there were significant fluctuations in the values of the major currencies in which
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we conduct business, in particular, a weakening of the US dollar against the Swedish Kroner. The impact of those

fluctuations is reflected throughout our consolidated - ﬁnancral Statements, but in aggregate; did not have a

matenal lmpact on our results of ¢ operatlons ‘
", - . : e b LY
We typically. experience longer payment cycles on our 1nternatronal sales ‘which can’ have an adverse 1mpact
upon our liquidity.. In addition, substantial portions of our operations.are conducted out51de the United States, -
including manufactunng in Stockholm and sales: operations worldwide. International sales and operatlons may | be
subject to risks’ such'as the imposition of govemmental controls, export license requirements,-restrictions on the .
export of cntrcal technology, political and economic; instability; trade restrlctlons labor union actrvmes changes

"in tariffs ,and- taxes drfﬁcultres in’ stafﬁng and managmg mtemanonal operatlons and- general economic

conditions. " *. A
Ca

. . - . PR .
Fouo, P ' PRI . ER o CEy . Lo KR

‘We experience fluctuations in orders and sales due to seasonal variations and customer sales cycles, such as

" the- seasonal- pattern- of contractmg by _the US arid certain. foreign govemments -the frequent. requirement :by

certain: customérs to-take delivery of equipment prior to the end of December.due to fundmg considerations, and

“the: tendency-'of commercial enterpnses to fully utilize annual caprtal budgets prior; to"expiration. Such events
‘have.resulted and could continue to result in certain fiuctuations in ‘quarterly resuts in-the future. As a result of
such quarterly fluctuations i in operating results, we believe that quarter-to-quarter comparisons of our results of

operatrons are not necessanly meamngful and should not be relied upon-as indicators of future performance.

FAL L. . . et
, e .—i‘ ). e
1‘ L Y

Restatement of. Consohdated Flnancral Statements . ‘ L ' E ' oL

: Stock 0ptum Practices - - N , et .

Dunng 2006 we - undertook a voluntary revrew of our htstoncal stock ‘option practrces ‘and ‘related

‘accountlng treatment as a result of. the apparent 1ssuance of optlons on favorable dates pnor to 2000 Based upon

the prehmmary results of this revrew our Board of Drrectors (the. “Board™y formed a Specral Comnuttee

A comprlsed of two outsrde dtrectors to mveshgate stock option grants, practices and procedures from 1995 6 -
. 2006 The Spec1al Comrmttee conducted its mvestrgatron with the assistance of 1ndependent legal couinsel from_

Perkms Coie, LLP and outside: forensrc accountants from Delonte Fmancral Advrsory Servrces LLP wh1ch was
retatned by mdependent counsel "

R f— P

~In the course of its mvestlgatlon ‘the Specral Commrttee and 1ts legal and’ ‘accounting advrsors rev1ewed
approx1mately 135 OQO paper and elécirSnic documents conducted interviews “with relevant rnanagement
personnel and currént’ and former members of the Compensahon Comrmttee and evaluated the’ accountmg for

and documentanon surroundrng 26 3 mllhon options, representing approx1mately 91% of optrons issued ‘during

the’ penod from'1995 through 2006. The Specral Committee has completed its mvestrganon and has provrded its

ﬁndmgs and recommendat1ons to the full Board.

e ' L
L i

thh respect to stock optrons granted durmg the penod from early 1995 through the mtddle of 2000, the

o Specral Comnuttee found inaccuracies in the determination of measurement dates for certarn stock .option grants
-|affect1ng ot accounting and dlsclosures in those years: The Spec1al Commlttee also found strong crrcurnstantral

ev1dence of the improper selection of grant dates given' the lack.of supportmg docuhéntationarid the fact that the
exercrse price for certain grants were at the lowest stock price for the first quarter in each of the years from 1995

" to 1999 With: respect to stock options granted dunng the period from- the mrddle of 2000 through 2006, the

Special Committée identified certain procedural and corporate governance issues that resulted in the use of

- incorrect measurement dates, but did not find any-evidence that grant dates were selected based upon an attempt

- to seek.a.favorable price. The Special Committeé also reported that it investigated certain other option practices -

for-the period from:1995 to 2006 and identified nh evidence of improper datmg of option exercises and limited: .
exceptrons related to accelerated vestmg and- leaves .of absences. SRR . . D R

Lk - 1 ey o , . i

In addition-to the Spec1al Commrttee 5 mvestrgatmn on stock option practices, we rev1ewed restncted stock..

-grants from 1996 through 2006. Our-review of réstricted stock grants from 1996 through 1999 also found strong
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.

- circum’stantial evidence of the improper selection of measurement dates used to recognize compensanon expense
. during those years. . . - s t '
; . Based on the, ﬁndlngs of the Special Commiitee’s .investigation and our subsequent lntemal analysns .
' 1ncludmg our findings on restricted stock, we have concluded, and the-Audit Committee of our Board has agreed-‘-"' o
- N 7.+ that a restatément of certain of our annual historical consolidated' financial statements is appropnate “Therefore, .«
o .we are recording additional non-cash compensation expense -and related tax effects with regard to-past stock- - ‘o'
. based compensation programs, and we are restating previously filed financial statements in this Annual Report
.- on Form 10-K. The aggregate non-cash compensation expense that is being recognized from 1995 through 2004 -
is $14.3 million, :before related tax effects: The adjustments to record the non-cash compensation expense also"‘
resulted in'the recognrtron of additional payroll tax obligations of $1.8 million durmg that pe‘nod resulting in a -
cumulative reduction in earnings before taxes of $16.1 million through 2004. Since a portion of the compensation
~ expense for financial statement purposes is not yet recognizable as a deduction for tax purposes, the ‘aggregate <
-, benefit to our income tax provision during this period that is being recognized through the’ recording of deferred -~
_tax-assets is $3. 9 million, thereby resulttng in a cumulative net income effect of $12.2 million for all adjustments -
bemg made from 1995. through 2004. The net 1ncome éffect recorded was $0.9 million in 2004 and $ll 4 mtllron
cumulatively, prior to 2004. -~ . .. Lo N -

Accordmg to Accounting Principles' Board Oprmon No. 25 “Accounting for Stock Issued to Employees Y
(“APB 25”) and related authoritative accountmg literature in place. prtor to 2006, the measurement date for ©

,7-. . ‘accounting purposes is the first date on which both the number of shares that an 1nd1v1dual is. entrtled to receive
and the option or purchase pnce if any, are known, For each option or share granted APB 25 tequires the -
a recogmtlon of compensation expense equal to the market price of the stock at the measurement date minus the
oo ‘f amount if any, that an individual is requtred to pay for the option or share. The measurement date does not  ° ¢
R change the effectwe date of a grant but does determine the compensauon expense, if any, requtred to be,,; -’
. recogmzed for -accounting purposes in connection with the grant. As a result of our review of stock _option and-';‘
' restncted stock grants | between 1995 and 2006, we have, in Certain cases, established new measurement dates .-

based upon thé date we believe that the APB 25 crttena were satisfied. In cases where we established a: new:

T s, vmeasurement date, we consrdered information that incliuded, but was not limited, to:"dates that option grants were Sl

© .o+ communicated to individuals; dates that option grant details were provrded to thtrd-paﬂy service prov1ders or -
" "used internally to enter the grants into the stock option system; contemporaneous emails; minutes of meetings. of -~
. the Board and the Compensation Committee; JInformation obtained in interviews with current and former., ”
Compensatton Committee ‘members and our management and employees payroll records; personnel files; and . -
_ ; _various records maintained by our Legal, Finance and ‘Human Resources: Departments For;grants for which there- EAERE
> . was not sufﬁcnent evidence and documentatton to support the ongtnal measurement date or detemune ‘the precnse .

e

form a reasonable conclusion as to the most ltkely measurement date for such grants. -~ '

' *

The followmg summarizes the results of the investigation of the Special Committee and our review and the_" o
1mpact of the pnmary stock optlon and restricted stock- accounting errors, in terms of the non-cash compensation, '
expense before related tax effects, underlying this restatement. All references to the number of options or:.:
restricted shares and share pnces in this discussion have been adJusted for all stock spllts smce 1995. . R
' S

P . —
1

7 Inaccurate measurement dates for certain stock’ optrons and restrtcted shares granted between January 5 1995
and June 30,2000, - ‘ ;

. Dunng the penod from January 5, 1995 through June 30, 2000 we 1ssued a tota] of 106 mtlllon stock_ g
o opnons with. 7.0 million issued as part of annual bonus programs, 1.3 million issued in connection with
' . acquisitions, 0.5 million issued’ to non-employee directors and 1.8 million 1ssued for other’ purposes,  primarily in
connection with hiring and promoting employees. We have deterrnmed that maccurate measurement dates were
used in connection with all six of the annual stock ‘option borus grants dunng this perlod We also had-a-
restrtcted stock program for officers from 1996 through 1999 and have determined that inaccurate- measurement
dates were uSed to originally recogmze compensauon expenses for all awards made under the festricted stock -
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. dares—$2 6 mr[hon -

HErrors rela:ed to rncomplete list of awara's on options gmm da:e—$0 3 million, : . o

-'programs which totaled 0.6 nulllon shares. The amount of additional compensanon expense being recorded

during-this period. for- both stock’ option -grants and restricted stock awards. is $3 6. million. - The.. dlscusswn

. following each of the- italicized headings below provides further details. of the types of errors identified and
".‘accounts for.the entire $3.6 million’ of additional compensation expense ansmg ‘from awards between 1995 and
, the rmddle of 2000 - . . A T L : .

. i, B
n .
Vet

each respectrve grant as descrlbed below. Although our determmed measurement date may be. subsequent to the
actual measurement date for some of these grants, based upon a sensrtmty analysrs ‘of the potentral price variance

' between the ongmal grant date and our determinéd measurement date, the rmpact of any altemauve revrsed

measuremem dates would not exceed $1.3 million of mcremental compensatiof expense to the $14 3 mllhon
recogmzed in thrs restatement. - IR :

Errors arising’ from !tke!y gram dates selecred in hmdsrght and incomplete hsrs of awards on opnor: gram
- S : .

The Spec1al Commlttee 1dent1ﬁed strong c1rcumstanual evidence that opuon grant dates used for annual

awards from 1995 through 1999, totaling 5.4. million options, were selected based upon stock price”

consrderatlons likely - usmg hmdsrght Addmonally, there was madequate documentation to validate that
complete lists ‘Of recipients of awards were available on the grarit -dates. used. Option awards on .lanuary 6,
1995, January 19, 1996, January 2, 1997, February 3, 1998 and March 5; 1999 were dated prior to the dates on
which complete ilists of stock optlon recipients appear to have been available. The option grants in each of those
years were dated as of the dates ‘that had the lowest stock price in the first quarter of each respective year. These
oplions were awarded in CO[I_]UI'IC[IOII with an annual performance review program that occurred during the first
quarter of each year We have determmed that the appropriate measurement date for these grants to be the date
on whlch complete lists of stock option recipients or other corroborative evidence, mcludmg third-party blllmg
statements ‘and ‘option agreements, were avarlable The aggregate- additional compensation expense related to

these errors is. $2 6 million. -
- )

Fo—

Errors re[armg to valuing compensanon expense relarea' to restricted stock awards wrrh some measurement dates.

[zkely selected in ‘hindsight—3$0.7 million. S

T Begmmng in 1996, we had a restricted stock program for officers. Under this program, officers were eligible
10 receive a maxrmum number of shares based upon attainment of defined annual financial performance criteria
with the size of ‘each award based upon the level of attainment of the performance criteria. Between 1996 and
1999, a total-of, 0.6 million shares were awarded 1o officers. Compensation expense was recognized in-each

: respectwe year. based upon -the market price on the ongmally determined measurement_date, with the
- méasurement dates used in 1998 (October 7) at the lowest price in "the fourth'quarter-and second lowest price in
the year, and in"1999 (October 21) on the lowest price of the- year Actual results against the performance criteria

eould not be: determmed until after the end of each respective year and after-the Compensation Committee- had

been ;given. the opportunity -to make any dlscretlonary adjustments that were provided under the program.
. Accordmgly, we have determined the measurement date for the awards for the 1996 :and 1997 programs should
have been the date ‘of the first Board meetings after the completion of the audits for those years. For the 1998 and-

l999 program years however, shares were awarded before the end of each year apparently in anticipation of

annual results. For 1998 and- 1999, we have determined that the measurement date should have- been the date that .

a list of the awards was provided to-our; transfer agent. for the issuance- of shares which occurred in December

1998 and 1999 respectrvely The aggregate compensation expense related to these errors on, restricted stock is

$O 7 mllhon ! ) . .
‘51

. On April 17, 2000, we awarded to most US based employees options to purchase an aggregate of 1.6 million
shares of common stock, primarily based upon length of service criteria. Due to the financial difficulties we were
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experieneing at that time, the broad issuance of options was in lieu of cash bonuses normally paid at that time of
the year. The option grant date coincided with the public release of audited financial statements for the- 1999
calendar year. Although the majority of awards were based on length of service criteria for each individual, there

were sufficient exceptions made to that criteria in establishing the final list of awards that we have determined
the appropriate measurement date for these awards should have been the date’ when -such lists were final and -

prov:ded to the third-party who was responsible for generating individual option agreements The compensauon
expense related to this error was $0.3 million. : '

Because of the exlstence of ambiguous documentation and information, we are provndmg the following

sensitivity analysis related to the April 17, 2000 option grants The determination by the Special Committee and -

our management of the appropnate measurement date for the stock option grants on Apnl 17, 2000 ‘was based
upon the best available information as described above. There is, however, some circumstantial evidence’ that
could suggest that a communication to the recipients on February 18, 2000 was sufficient to resiiit in a grant on
that date and that the subsequent award on April 17, 2000 was essentially a re-pricing of a February 18, 2000
grant, resulting in the options needirig to be treated as variable awards until January 1, 2006, the date we adopted

SFAS 123(R). The cumulative impact of such interpretation through December 31, 2005 would be $7 2 mllllon -

of mcremental compensation expense before any related 1ax effects.

Inaccurate measurement dates for certain stock options and restricted shares granled between July 1, 2000 and ‘
February 4, 2005. ‘

During the period from July 1, 2000 through December 31, 2006 we .issued a total of 18.9 nnlhon stock
options, with 7.2 million issued to officers for either retention or bonus purposes, 7.3 million issued to employees
other than officers fot either retention or bonus purposes, 1.4 million issued in connectlon with acquisitions,
1.2 million related to the 2000 hiring of Earl Lewis, our President and-Chief Executive Officer, 0.9 million issued
to non-employee directors and 0.9 million shares issued for other purposes, primarily related to hiring of
employees. We have determined that inaccurate measurement dates were-used during the period from July 1,
2000 through February 4, 2005 related to 7.0 million options issued for retention and bonuses purposes, with
4.1 million and 2.9 million for officers and employees, respectively. We have also determined that extensions of
time given to two former employees to exercise options should have been accounted for differently. The
dlscussmn following each of the italicized headings below provides further details of the types of .errors
identified and accounts for the $10.7 million of additional compensatlon expense ansmg from awards between
July 1, 2000 and Deceniber 31 2006.

‘e
'

Errors related to incomplete list of awards on options grant date--$6.5 million. T . S

We have 1denuﬁed three instances where lists of stock option recipients approved by lhe Compensauon
Committee were either 1ncomplele or subsequently modified, as follows:

*  On December 27, 2001, the Compensation Commltlee awarded options o purchase 2.8 nnlllon shares
of common stock to-officers for bonus purposes at an exercise price of $9.25., The' Compensation
Committee award was made with an understanding that there were 3.0 million shares available under
our 1992 Stock Incentive Plan (the “1992 Plan™). Shortly thereafter, we determmed that the number of
shares available under the 1992 Plan was actually 2.5 million shares. In order to remain in compliance
with the 1992 Plan, the officers voluntarily agreed to forfeit certain of the options awarded to them.
The final award of 2.4 million options Wwas determined at the time of the next meeting of the
Compensation Committee, which was February 12, 2002. The market price of our common stock on
that day was $11.73.. We have determined that the measurement date for these option grants should
have been February 12, 2002 when the list of awards was final. The compensation expense related to
these grants is $5.9 millzon. - .
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.. * OnJanuary 8, 2004 the Compensation Commlttee approved the issuance of 1.8 mtlhon stock options
"to'a pool of, employees The market price on that day was 319 ’58. The complete Itst of optlon recipients
and the number of opuons awarded to each rec1plent was not ﬁna] until February 17, 2004 when the
- market price .was $19.94. We have determined the' measurement date for these optron grants should
have been February 17, 2004 and are "thus recognizing compensauon expense for these grants of

$0.6 million.

P
*  On February 4, 2005, the Compensation Committee approved the award of 1.1 mrllron stock optlons 10

a list-of employees at an exercise price.of $31.40. Because there -were modifications made to the list

"* " subsequent to the Compensation Committee’s meeting, we- have determined:the measurement 'date for

these. grants should have been February 28, 2005 when the list was final* and all employees were

notified of their individual awards. However, since the market price on that day’ was $3l 25 no
h compensanon expense is required to be recogmzed N . el

Error relared to failure to recognize petformance criteria on stock opnons—$3 4] mllhon ) s

On January 1, 2001 we awarded shares of restrtcted stock to our ofﬁcers that had vestmg provrs;ons based
upon the attainment of certain financial results for that year. On September 7. 2001 our Chief Executive Ofﬁcer
submitted a proposal to the Compensation Committee to convert the shares of restricted stock t6 stock- options, -

" On: September 12, 2001, .the Compensatlon Committee approved the’ proposal and awarded -0: 7" million’stock
“options to our US officers. The market price on that day was $7.22. However the Speclal ‘Committee determined -

that the Compensation Committee intended to apply the performance cnterta in. place for the restricted -stock -
grams to the-stock options: Smce one of the restnctrons deemed mtended by the Compensatlon Comm1ttee

'related to the compleuon of the audit for fiscal 2001 we have’ determmed that the measurement date forithese

grants should have been February - ‘12, 2002 "when' the Board met and accepted the audlted 2001 financial
statements. Accordmgly, and based on the' market price of §11. 73 on that day we are recogmzmg compensanon

expenseof$30mlll10n T _ . RS L N

A

Error relared to extension of time to exercise stock 0pttons—$! 0 mtlhon PR

a . - I P

During 2001 we allowed two- mdlvnduals an extensron of tlme to exercrse vested stock options past the time
provided for in their option agreements We have determined that the extensron of time resulted in a new’ ‘award
for those individuals and we should have recognized compensation expense for the fair value of such new awards

on the dates when the réspective shares would have been cancelled. The compensauort expense recognlzed for -

these new awards is $1.0 million.

Error relared to stock opnons granted subjecr to sharehola'er approval of opnon plan—$0 1 mzh’mn a

On February 12, 2002, the Compensauon Committee awarded opuons to purchase 1.0 mllllon shares (;1‘, S

common stock at an’exercise price of $11.73 to officers contmgent upon shareholder approval of a new stock L

option plan at our Annual Meeung to be held on April 24, 2002. The plan was approved and the opttons 1ssued
However, since the optlons were subject to the shareholders’ approval of the plan thé measurement date should
have ‘been the’ day of the approval’ when the market pnce ‘was. $11. 81 Consequently,,we are recogmzmg
compensatlon expense of $0.1 million for these grants.

- “ Bl . . L.~

Other Adjuistments and Reclassif cations

We have also adjusted prev1ously recogmzed deferred tax assets that were ongmally recorded as a credit
through additional paid-in capital (shareholders -equity) in prevlous penods as a result of ' certam stock options
that did not qualify as deductible performance -based compensation in accordance with lntemal Revenue Code
section 162(m) The adjustments primarily 1mpact prevrously reported net operatmg loss carryforwards and the
amount of deferred tax assets and accrued income taxes reported in the Consohdated Balance Sheets. Since the
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ongmal tax beneﬁt of thése items Was récorded through shareholders’ equtty, there is'no 1mpact to the prevtously
reported Consolldated Statements of Incoine related to the resultmg section 162(m) hm1tatlons “The secnon
162(m) l1m1tattons resu]ted ina cumulauve reduction in net operating losses of $33.5 million and a: cumulattve
increase in mcome taxes payable net of tax credit uullzauon of $8.9 million as of December 31, 2006.

"

Crltlcal Accounttng Pollctes and Estimates

“This discussion and analysns of our ﬁnanmal condition and results of operatrons are based upon our
consoltdated financial statements, which have been prepared in accordance with accounting pnnc1ples generally
accepted in the United States: The preparation of these financial statements requrres us to make estimates_ and
Jjudgments that affect the reported amounis of assets, liabilities, revenues and expenses, and related disclosure of
contingent ‘assets and liabilities. On an on-going basis, we evaluate our estimates, mcludmg those -related to
revenue recogmtlon bad debts, inventories, investments, goodw1ll impairment, warranty oblrgauons
contmgenc1es income taxes and stock-based compensation. We base our estimates on historical experience and
on vanous other assumptrons that are beliéved to be reasonable under the circumstances, the results of whtch
' form the basis for makmg judgments about the carrying value of assets and liabilities that are not readlly apparent
from other- sources. Actual results may differ from these estimates under different assumpttons or condmons
Semor management has discussed the developmem selection and disclosure of these estlmates with the Audtt
Committee of our Board of Directors. .We believe the following critical accounting poltctes and the related
Judgments and estrmates affect the preparation of our consolidated financial statements Y

_ .Revenue recognin'on The majonty of our revenue is recognized upon shipment of the product to the
customer at a fixed.or determinable price and with a reasonable assurance of collection, passage of title to the
customer as indicated.by the shipping terms and fulfillment of all significant obligations, pursuant to gurdance

-provided by Staff Accounting Bulletin No. 104, “Revenue Recognmon issued by the Secunttes and Exchange
Commission in December 2003, .
We typically design, market and sell our products primarily as commercial, off-the-shelf prod{j'cts: Mang}‘of
our Government Systems and Commercial Visioni Systems customers, particularly those who use our airborne
systems, request different system conﬁguratlons based on standard options or accessories that we offer. In
general, our revenue arrangement§ do not involve acceptance provisions based upon customer’ specrﬁed
acceptance cntena In those limited circumstances when customer specified acceptance criteria exist, revenue is
deferred until customer acceptance if we cannot demonstrate the system meets those specrﬁcauons pnor 10
shrpment For any contracts with multiple elements (i.e., training, installation, additional parts) undehvered at the
end of a reporting period, we recognize revenue on the delivered elements ‘only after we have determmed thdt' the
-delivered elements have stand alone value and any undelivered elements have objective and rellable evrdence of
- fair value. The recognition of revenue on contracts with multiple elements is cornsistent with guldance provrded
* by EITF 00-21, *'Revenue Arrangements with Multiple Deliverables.” Judgments are required in evaluatmg the

credtt worthmess of our customers. Credit is not extended to customers and revenue is ot recogmzed until we
' have determmed that collecubrllty is reasonably assured

- ot
g P

We also have a lrmtted number of desrgn and development contracts, principally with' govemmental
customers that are accounted for in accordance with Statement of Position 81- 1, “‘Accounting for Performance of
Constructton-Type and Certain Production-Type Contracts (“SOP 81-17). Under SOP 81-1, revenues and related
costs are recognized usmg the percentage-of-completion method.

Allowance Jor doubtful accounts.  Our policy is to maintain al]owances for estunated losses resultmg from
the mabtllty of our customers to make required payments Credit limits are establlshed lhrough a process of
revrewmg the ﬁnancral hrstory and stability of each customer Where appropriate, we obtain credlt ratmg reports
and financial statements “of the customer when determining or modifying their credit limits, We regularly
evaluate the collecubthty of our trade receivable balances based on a combination of factors. When a customer 5
account balance becomies’ pasl due, we initiate dialogue with the customer to determine the cause. If it is
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determmed that Jthe customer will be unable to meet its financial obhgatlon to us, such as in the case of a
bankruptcy ﬁllng detenoratlon in the customer’ s operating results or ﬁnancral posmon or olher malenal events
|mpactlng their busmess we record a specific a allowance to reduce the related receivable to the amount we expect ST
to recover, glven all mformatton presently avarlable Actual write- offs durmg the past three years have been v
msrgnrﬁcant . ‘

#
Toeledite LT ‘, 1-..-.41

We also’ record an ' allowance for all other customers based on certain other factors 1ncludmg the length of
ttme the recelvables are pasi due and hlstorrcal collection expenence wrth md1v1dual customers. As of
December 31 2006 our accounts recervable balance of $167.5 mrlllon is reported net of allowances for doubtful
accounts of $l]6 ‘million. We belreve our reported allowances at December 31 2006 are’ adequate If the
ﬁnancral “Eonditions of those customers were to deteriorate, however resulting in ‘their mabrhty 10 make
. payments, ‘we_may need 0 record ;additional;, allowances that would result in additional selling, general and
adn‘nmstranve expenses bemg recorded for the penod in Wthh such determmatlon ismade. . . 1
} Invenrory wrzte-downs ‘As a desrgner and manufacturer of hrgh technology infrared systems, we are
exposed to A, number of economrc and industry factors that could fesult i in portlons of our inventories becoming
) erther obsolete or in excess ‘of anttc1pated usage. These factors include, but are not limited to, technological
changes lh‘ our, markets our ablhty to meet changing customer requtrements compeutlve pressures in products
and prtces and the avallabtllty of key components from our suppllers 'Qur ‘policy is to record inventory:write<
downs when cond:tlons exist that suggest that our inventories may be in excess of "anticipated demand or are
obsolete based upon our assumptlons about: future demand for our products and market condmons We regularly
evaluate the ability to realize the value of our inventoriés based on a combination of factors including the
followrng hlstoncal usage rates, forecasted sales or usage, producl end of life dates; estrmated current and futuré
market values and new product mtroductlons Purchasmg requirements and altemanve usage avenues are
explored wrthm these processes to mrtrgate mventory exposure. When recorded our wite-downs are iftehdéd to
réduce the carrytng value of our- inventories-to their net réalizable value and establlsh a-new cost'basis. As of :
December 31, 2006, our inventories of $135.9 million are stated net of i mventory, write-downs of $16.2 million. I
actual demand for our products ¢ detenorates or market condmons are less favorable than those that we project,
addltlonal mventory write- downs may be requ1red m the future -

Goodwrii rmpamnenr 'We have recorded goodwill- m connecnon wrth our busmess acqursmons 'We
revrew goodwill in June of each year, or on an interim basis if required, for 1mpa|rment to determme 1f £vents or
changes m busmess condmons indicate that the’ ~carrying value of the assets may- ot be recoverable Such
revrews assess the falr value of the assets based upon our estrmates ‘of the future cash’ ﬂows we expect the assets.
to, generate w1thm the boundaries of the market caprtaltzatron of the applrcable busmess divisions of the
Company Our1 current review indicates that no adjustments are necessary for the goodwrll assets which have a
carrymg value of $159.8 million as of December 31,2006, . : EPE R

4
n

) Producr warrannes Our products are sold w1th warranty provrsrons that requtre us to remedy deﬁmencws
in quahty or performance of our products over a specrﬁed period of time, generally twelve months, at’no cost to
our customers. Our pohcy is to estabhsh warranty reserves at levels that represent our‘estrmate of the costs that
will be mcurred to fulfill those warranty requrrements at the time that revenue. is recogrnzed We belleve that our
recorded hablltty of $5.2 million at December 31, 2006 is. adequate to cover our future’ cost of matenals labor )
and overhead for the servicing of our products sold ‘through that date. If actual product farlures or materlal or

servrce dehvery costs differ from our estimates, our warranty habrllty would need to be revised accordmgly .

v,

Commgencres We are subject to the possibility of loss contmgencres artsmg in the norrnal course of
business. We con51der the likelihood of loss or impairment of an asset or the incurrence of a habthty, as well a§
our abrhty to reasonably estlmate the, amount of loss in deterrmmng loss contmgenc1es An; estrmated loss is
accrued when itis probable that an asset has been impaired or a liability has been incurred and the amount can, be
reasonably esumated We regularly evaluate current mformatron available to us to delermme whether "such
accruals should be ad_lusted

. ‘ v . LXN .
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lncome taxes. We record our deferred tax assets when the benefits are probable of bemg recogmzed at an
atnount that we determine is more ltkely thin not to be realized in the future. Valuation allowances agamst

y deferred tax assets are recorded when a determination is made that the deferred tax assets are not lrkely to be

realized in the future In makmg that determination, on a jurisdiction by jurisdiction basis, we esumate our futuré

. taxable incomie based upon:historical operating results'and external market data. Future levels of taxable income
"are dependent upon, but ot limited to, general economrc condmons competitive pressures; and other factors

beyond our control As of December 31, 2006, we have determined that no valuatlon allowance” agamst our net

o deferred tax assets of $1§ 9 million is requ1red If we should" determme that'we may be unable'to realizé our
deferred tax assets to the extent reported an adjustment to the deferred tax assets would be charged to income-in
the penod such determmatron is made. ‘ o o

Tl . PRS- . - . !

. Results of Operattons co - s

. S . BN " {“, ..A ) ot 2004 Tt
o - o o D 2006 . -2005  (As Restated) *
Reverive . . . .. PRI S e 100.0%- lOO 0% 100.0% .
Cost ofgoods sold .. ... e e et B - 452 45 6 - 484

| Gross profit ..o SA8 T sh T s s1e
-‘-Operatmg éxpenses:” - UL o ' R oL

Researchanddevelopment.. e 105 7 101°- 95

Selhng general and admmrstrauve ...... P P Lolie... 205001950 L 198
) - Total .operating. expenses e S e i 310 296 293

* .-+ Earnings from operattons e S, R ... 238 248 - 223
Interesl expense’. . o R A i 1.6 1.6° 1.7
-Interest income ... ... e e e L (1 X 0. 5) 0:1
Other (income) expense net .................. P e - (03 (03 - 0.3
Earnmgs before i mcome taxes T T 231 240 - 204
~ Income; tax provision .................. e e e 5.6 6.2 58
il Co - ' :
Nét eamnings T e e e - 175% 17.8% 14.6%

The following table sets forth for the indicated pertods certam items asa percentage of revenue

Ay

Year Ended December 31

r

-t

| Years ended December 31, 2006 2005 and 2004

Revenue Revenue for 2006 totaled $575 0 mtllton an increase of 13.1 percent over the $508 6 million of .

‘ revenue ini- 2005 Revenue ‘from the' Thermography business segment increased 19. 4 percent from $183.6 million *
in, 2005 to '$219.2 million in 2006. The increase in‘ Therrnography revenue was pnrnanly due to sales of the -
lnfraCAM ‘product which was launched in 2006 and increased unit’ sales in most of our other product linés. "
' Revenue from the Govemment Systems business segment increased.7.1 percent from $24] 4 million in 2005 to -

- $258.4 mllllon in 2006. “The increase in Government Systems revenue was primarily ‘due to’an'increase'in sales

of -gimbaled products partially offset by a decrease in sales of hand-held and fixed mounted products! Revenue

. from. the‘Commercral Vision Systems business segment increased 16.4 percent from $83. 6 ‘million i in 2005 to .
: $97 3 mtllton in- 2006 The 1ncrease in Commercial Vision Systems revenue . was due 10 mcreased unit sales” "

across all product lmes L .

.
5

Revenue for 2005 totaled $508 6 million, an 1ncrease of 5 4 percent over the $482. 7 million in revenue in
2004, Revenue from the’ Thermography business segment increased 177 percent from’ $156. O mtllton in 2004 to
$183.6 million i m 2005 The i increase in Thermography revenue was pnmartly due to an lncrease tn unit volumes;

_ partlcularly of E- Series and OEM products due to new, markets and applications being identified and addressed.
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Revenue, from the Government Systems business segment decreased 3.6 percent. from $250.3 in 2004 to $241.4

- million in, 2005 /The decrease in Government Systems revenue was.primarily due toa decrease in sales of land-

based products pamally offset. by .an-increase in airborne products, Revenue from the Comrnerc1al V|3|on
Systems business segment increased 9.4 percent from $76.4 million in 2004 to $83.6 million .in 2005.. The
increase in Commercial Vision Systems revenue was pnmanly due to mcreased unit sales across all product
lmes ] o :

lnternational revenue in 2006 totaled $259.9 million; representing 45.2 p'e'rcent of revenue. This compares to
mtemattonal revenue in 2005 which totaled $221.7.million, representing -43.6 percent of revenue,.and $201.5
million, or 41.8 percent of revenue in 2004. While:the sales mix between domestic and mtematlonal sales may
fluctuate slightly from year to year, we anticipate the mix 1o be approxtmately 55 percent to 60 percent domesttc
and 40 percent to. 45 percent international on'a long tenn basis. AN e . SR

‘_, . ,}. . 3 - R I <

Gross profit. Gross proﬁt in- 2006 was 54 8 percent of revenue, compared to 54 4 percent of revenue in
2005 The slight inciease in gross proﬁt was primarily due 10 the product mix within. our-three: business segments
and cost- efficiencies in our Santa Barbara operations, offset by stock- based compensatlon expense of $1.2

mrlllon mcluded in our 2006 cost of, goods sold. _ o . . Y

,'_h“,___ rot PR \ o B . G Lo _—*',‘,' K .

*: Gross proﬁt in 2005 was54.4 percent of revenue, compared to 51. 6 percent in 2004. The increase in:gross ‘
profit is primarily due to the product mix within our three" business segments, our ability to lower component
costs, including successfully. integrating lndlgo sensors into ouf products, production efficiencies at our facilities,* ' .
and $1.3 million of expense in 2004 related to the' recognition of the one-time stepped tp values of the acqutred LI
inventories-of Indigo: We historically experience higher gross margins in our Thermography busmess than in our o
Governmeiit Systems and Commercial Vision Systems businesses. Thermography represented 36 1 percent of o
total revenue in: 2005 compared to 32 3 percent in 2004 8

- Research and development Research and developmem expenses were $60.6 nu]hon or 10. 5 percent of

revenue, in 2006 compared to $51. 5 million, or 10.1 percent of revenue, in 2005. The increase in research and S
development expenses was'due to the continued investment in new product development in all business segments. : c

to enable future growth and the, tmpact of stock-based' compensauon expense of $3.1 million in 2006. Wé believe.

‘ that spending levels are sufficient to support thé development of new products and the conttnued growth of the

“busiriess. We expect reésearch and development expenses to be approxtmately 10 percent of revenue onl a long: -~
term basis. S ’

- . g8
.l e Iﬂ

, Research and developmem expenses were $51. 3, mlllron or 10.1 percent of revenue, rn 2005 compared to
$45 8 million, or 9.5.percent of revenue, in 2004. T’he increase in spendlng n 2005 was due o the contmued
1nvestment in new products and englneenng to enable future growth ' ’ ‘

mivig
't . : - ) . S AT ,_ [N
We: have also mcurred expenses assocrated w1th customer funded desrgn and development contracts. Such -
expenses were $11.6 m11|10n in 2006 $106 million in 2003 ‘and 324 mtllton in 2004, These expenses are

reported as cost of goods sold since the related funding is reported as revenue S o . s

Py .

Set’lmg, genemt’ and aa’mmtsrratwe expenses. Sellmg general and admlmstrattve expenses were $1 17 4
million, or 20.5 percent of revenue, in 2006 compared, to $99.2 million, or 19.5 percent of revenue in 2005. The

increase .in. selling, * general and admlmstrattve expensesrwas due to the, continued growth in .the’ business;

e
- including costs assocrated with new product launches and stock-based compensauon expense of $6.6, rmlllon in

2006. We . anticipate sellmg general and adm1mstrat1ve expenses in the future to increase at a slower rate.than

revenue, L T v
. Sellmg, general and admmlstrattve expenses “were $99 2 mtlhon or 19.5 percent of revenue in 2005
compared to $95.6 million, or 19, .8 percent of revenue in 2004. . o L

‘ . L4

v .- _:4:0




Interest expense. _Interest expense totaled $9.0 million, $7.9 million and $8.1 million for the years ended

December 31, 2006, 2005 and'2004, respectively. Interest expense is- primarily attributable to the dccrual ‘of -

interest on the convertible notes that were’ issued in June 2003 and-the amortization of costs' related to the
issuance 'of the notes. The small increase in interest expense in 2006 relates to credit hne borrowmgs in the thtrd
quarter of 2006 to fund repurchases of our common shares,” »

- Interest income. Interest income was $3.4 million, $2.6 million and $0.5 millien for the vears ended

" December 31, 2006, 2005 and 2004, respectrvely The increase in 1nterest mcome since 2004 was prtmartly due -

to an increase in mvested cash.

+

Orhermcome/expense. We reported other income of $1 3 million for 2006, $1 5 million for 2005, and =
other expenses of $1.6 million for 2004. The other income/expense is primarily currency. gains and losses on .-,

transactions denominated in currencies other than the functtonal currency of our European operatlons

Income taxes. Our income tax provision was $31 7 mtllton $31.5 m1111on and $27 9 million in 2006 2005
" and 2004, respectively. The. effective tax rates- for 2006, 2005 and 2004 were 23.9%, 25.7%, and 28.3%,
respecuvely ‘The mix in taxable income between our US and foreign operations impacted the income tax
provisions_in each of these years. Our effective tax rate is lower than the US Federal tax rate of 35 percent
because. of lower foreign'tax rates, the effect of foreign tax’ credits and other federal and.state tax credits.: The
2006 effective tax rate was reduced by 2.7% as a result of the recognition of foreign tax credits. co e

At December 31, 2006 we had US tax net operatmg loss . carryforwards (“NOLs™) totaling approxlmately

$3.3 million and state tax NOLs totaling approximately $28.8 million which expire in the years 2019 through -

2025. Addtttonally, we have various state tax credits available aggregating $1.3 million (net of federal benefit),

which expire in the years 2008 through 2026. We have generated deductions for US tax purposes related to the ) ..
exercise of stock options’ that have served to offset the reductions in our NOLs. The utilization of these stock-

option exercise deductions is accounted for as a direct increase in additional paid-in capital rather than as a
reduction in our income tax provision.

' -

beneﬁts described above be recorded as assets when the benefits are probable of being recognized. To the extent

that we assess the realization of such assets to not be “more likely than not,” a valuation allowance i is requn‘ed o’

be recorded Based on thls gutdance we believe that the net deferred tax assets of $18.9 million reflected on the
December 31, 2006 consolidated balance sheet, are realizable based on future forecasts of taxable income over a
relatrvely short tlme horizon and therefore, we have not recorded a valuauon allowance.

Future levels of taxable income are dependent upon general economic condttrons mcludmg but not llmtted

to contmued growth of atl of our business markets, competitive pressures on sales and gross margins, Successful

tmplementatlon of tax plannmg strategies, and other factors beyond our control Absolute assurance can not be
gtven that sufficient taxable income will be ‘generated ‘for full utilization’ of the deferred tax assets. Accordmgly,

we ‘may be required to record a valuation allowance against the deferred tax assets in future periods if our -

forecasts of taxable income are not achieved.

Liquldtt;r and Captta.l-Resourcesr

At December 31,72006, we had $138.6 million*in cash and cash equivalents compared to $107.1 million at
December 31, 2005. The increase in cash and cash equtvalents was primarily due to cash provided from
operations, proceeds from our credit agreement and proceeds from the exercise of stock options offset by the
repurchase of approx1mately 4.7 million shares of our common stock and caprtal expenditures.

a

* - Cash provided by operating activities in 2006 totaled $115.2 million compared to $73.1 million in 2005. The
increase in cash provided from operating activities was primarily due to an increase in net earnings; increased
* collections of accounts receivables and a decrease in current assets, partially offset by an increase in inventories.
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I " Accrued payro]l ‘and related llabllmes 1ncreased from $22 2 million at December 31 2005 to’ $25 8 mllll()l‘l .
- at December 31 2006 The increase was primarily due to the t1nung of payroll payments. : ‘

i . i

At December 31,,2006, we ‘had accounts receivable in the amount of $167.5 million compared to $142.8

T m1llton at December 31 2005. The-i mcrease of $24 7 m1ll1on in the recewable balance was primarily due to the

At December 3l' 2006 we had mventones of $135 9 mrlllon compared to $103 8 million at December 31 ] .
2005 The 30 9 percent increase in inventories was primarily due to the'increase of product offerings in each of I

“¥-our segments and the general growth in those segments, 1ncludmg antlt:lpated growth in.2007.

- . - . " o . S .
. L -

At December 31 2006 we had prepatd expenses ;and other current assets of $29.2 mtlhon compared to
-$33.2 million at December 31, 2005. The decrease was primarily due to a decrease in income taxes receivable,
pamally offset by an increase in sales demonstration units. :

JES
w4

4 Y Oumnvestmg activities for the year ended December 31, 2006 totaled $43 4 rmlhon pnmanly cons1st1ng of ’

_ capital expendltures including the purchase of-a facrhty in Orlando Florida and expansrons and improvements in ~ . © )
most ‘of our manufacturmg facilities! Investing activities for the year ended December 31, 2005 totaled $52.9 '

» million, pnman]y arising’ from the purchase of the Wilsonville, Oregon property, and other capital expend1tures L
and the aCC]I.IlSlthll of Brysen Opueal Corporatron and Scientific Materials Corporat1on - '

'i" . N

. n" ,.,j )0

Accounts payable mcreased from $34 5 nulhon at December 31, 2005 to $40 6 mllhon at. December 31 S R _ :
" 2006, The'increase pnmanly relates to the increase’ m inventories. *- R e LE o

o . '. e B w-.l

" On October 6, 2006, we srgned a Credrt Agreement (“Credit Agreement”) with Bank of Amenca N. A
* Union® Bank of California, N.A”,"U.S: Bank National Association and other Lenders. This Credit Agreement o
. Teplaces our prevrous credit agreement dated -April 28, 2004. The Credit Agreement provides for a $300 million, s
five- year revolvmg line of credit: We have the rlght subject to certain conditions including approval of '

3

RETRN addltlonal commitments by qualified lenders, to increase. the line of credit by an additional $150 million until _
Tl October 6, 2011 The Credit Agreement mcludes a $100 m1111on sublimit multicurrency option, permlttmg us and e

-.certain of our designated subs1d1ar1es to borrow in Euro Kronet, ‘Sterling.and other”agreed upon currencnes
T"Under the Cred1t Agreement borrowmgs wr]l bear mterest based upon the ‘pritme lending rate of the Bank of
Amenca or: Eurodollar rates with a provision for a spread under/over Eurodollar rates based upon the Company 5
leverage ritio. At December 31, 2006, the' interest rate ranged from 6.10 percent to 825 percent The Credit
Agreement contams five ﬁnancml covenants that require ‘the mamtenance of certain leverage ratios, in addmon to
nummum levels of EBITDA and consolidated net worth, ‘a maxtmum level of capital expendltures and

T commencmg December 31 2009 a mtmmum llquldlty of ‘cash and avarlabthty under the Credit Agreement The .

Credit’ Agreement is collaterahzed byusubstantlally all assets of the Company. At December 31, 2006, we, had L
$45 ] mllll()l'l outstandmg under the Credit Agreement and were in compliance withall the financial covenants

We had $5 S mrlhon of letters of credit outstandmg under the Credit Agreement at’ December 31, 2006 whlch .

' reduces thé total ‘available cred1t

ST Our Sweden sub51d1ary has a 30 mllllon Swedish Kroner (approx1mately $4. 4 million) line of credlt at 3 70

percent at December 31, 2006.. At December 31 2006, the Company had no amounts outstanding on [hlS l1ne of
“crédit. The 30 million Swedish Kroner line of credit is secured primarily by accounts receivable and 1nventor1es
of the Sweden subsrdtary and is subject to automatic renewal on an annual basis. © A @

_;‘ Jav
L In June 2003 we issued $210 million of 3.0 percent senior convertible notes due 2023 ina pnvate offermg
" pursuant to Ruie 144A under the Securities Act of 1933, as amended The. 1ssuance was made through an mmal R
" offering of $175 million on “June 11,2003, and the subsequent exerc1se in full by the underwrlters of their. optron R .

o purchase’an ‘additional $35 million on June 17, 2003. The net proceeds from the issuance were approximately

+$203.9.million. Issuance costs are being ‘amortized over a period of seven years. Interest is payable semiannually .
VR “a. )
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operatlons ]1qu1d1ty, capltal expendltures or capltal resources. ., o L h..' SR
Contractual Obllgatlons '

- As of Decermber 31, 2006, our contractual obhgatlons were as follows (in thousands) P :
. ‘ -'{:.:} o E PaymentsDueby Period X Do RV 1
o . ' L Lessthan 1-3° 325 - Morethan’rr;t URETE
Contractual Obligations o ] ot 7 -Total - 1 Year ¢ Years - Years SYears ‘ ) ;
Long-term debt . ..., ..o i $210024 $’-‘ 758 150§ )
Interest on long-term'debt .. ........... A, ’_ 103,425 ° 6, 300 13,600 © 12,61 k
Credltagreement e e e 45500_' 45500‘; -: —. j_ , '
- Interest on credit agreement _ Ll 91T T 9T ! _
Operatmg leases ........0.......... ... LW IINAL. 345787 0 7,043 11,879 ﬁ
Llcensmg nghts e P s te.. 5400 0 250 71,025 ‘3
Post-retlrement obllgatlons 10442 429 11,535':,‘} - 2, _ 3
S S . ;.$410,346' $60,506 ,$27,0§4_ " $24.666. $298 30 i
L ‘ s ’ ‘o i :‘:‘”.. ) ) - ] . L e 1-'. 1_.“-2 ,; ‘5:_‘-?,;_‘1 H_,.‘,: r;’ 1 :é
o Pnncrpal and mterest obhgatlons on our long-term debt are baséd upon the assumpuon that all convertlble ‘. i
notes are held to their matunty in 2023. Post-retirement obligations are based upon “actuarial’ assumptlons Actual 1
payments may dtffer in terms of both tlmmg and amounts. - e v B L ;
RS BN Ao s e o h
ht {\ countmg Pronouncements ’ !
) o ¥

A - ) -:,g:

_ on-June l-and December 1 6f each year. The holders of the notes may- convertall or some of thelr notes~1nt0f "’i

" shares of our common’ stock at a conversion rate-of 45 0612 shares per-$1,000 pr1n01pal amount of notes prlor to ’ ‘é

the matunty date in. certain c1rcumstances We may redeem for cash-allor part of the notes on or’ after June 8, G {

2010. The proceeds were used pnmanly for general corporate purposes Wthh 1ncluded the acqulsmon of Indlgo : ook

..and other workmg capltal ‘and capital ‘éxpenditure needs ter ! e {f Fake I .'-.--‘.'-'1 : :i:

R O . B E e e R s e D g

Dunng the quarter ended’ September 30, 2004 one of the terms that allow for conversion of; our convemblef: R g

notes, as described ini the prospectus was met. As of December 31, 2006,-no note holders have elected to convert, ;f - f;

thelr notes into our stock.’ We do not ant1c1pate any conversions before 2010. Lt e . ;o $

P ‘u. o < . L o . o N A

. oo ' « A ,l '— A - v '\.t _...',.. o s’:

We believe that our existing cash combined w1th the cash we antlc1pate to generate . from operatlng BETERE

o actwmes .and our available credit facilities and financing available from other sources will be sufﬁc:lent to meet .. Iy :' ":;" :

~our ‘cash reqirements for-the: foreseeab]e future. We' do not have'any significant commitments nor-are we aware "* ‘,.. P
of any s1gn1ﬁcant events or condmons that are 11ke]y to have a- matenal lmpact on our l1qu1d1ty j‘z:w SRR IR o

o . H o v ‘_ “ I LT “,; e ,,..; L 4 . - ’1.,:“':

Oﬂ‘-Balance Sheet Arrangements ot T 5 e L S '*;f\;

As of December 31, 2006 we leased our non—owned fac111t1es under operatlng lease agreements We also i

*leased *certain operatmg machinery: and equlpment and office, equipment - under - operating lease. agreements

Except for these operating 1 lease agreements; we do not have any off-bilance sheet arrangements- that have or'are
11kely to have a matérial -current-or future effect on our financial condition, revenues: or expenses results: of

pronouncements i
N \i'"-: : . Zt . ST RN J

e

EgOn

o ITEM7AC QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK; /" " i

' - Our exposure fo market risk for changes in interest rates relates primarily. to our Cl‘Cdlt agreements ?The ‘.' .,
credlt agreements are at variable rates. A change in- interest rates-on the credit agreements impacts. the mterest




¥

-

mcurred and cash ﬂows At December 31 2006 ‘we had $45.5 mllllon outstandmg of our credlt ‘agreement. It is
our intent to repay the $45.5 million outstanding in’ full’ by the end .of the third quarter of 2007. We have
. determined that any change in interest rates during the first six’ ‘months of 2007 Wl" not materially 1mpact our
ﬁnanctal statements 'j._ - . . . -, e

- Qur convertlble hotes carry 1nterest at-a fixed rate of-3.0 percent For fixed rate debt, interest rate changes
impact the fair value of the’notes® “but.do. not impact earnmgs or ‘cashiflows. The fair value of the- notes’ ‘at
December 31, 2006, was approximately $322 0 mllhon compared to a carrying value of $207.0 mllhon Y

St R R

We have assets, liabilities, and 1nventory purchase commltments “outside the United States that are sub_|ect 0
fluctuations .in foreign currency -exchange’ rates. Slmllarly,.;certam revenues from-, products sold in forelgn
countries are denominated-in foreign currencies. Assets and liabilities. located, outside’ the' United  States are -
primarily located.in Sweden ;and.the United- ngdom Our-investments.in foreign-subsidiaries, with- functlonal
currencies other than the- US dollar_‘i are considered long-term. We do not currently engage 'in. forward .currency.”
exchange contracts or, similar hedgmg activities to reduce’our economic exposure to.changes in exchange rates.
Because we market, sell and license our products throughout the world, we could:be adversely affecled by weak

economic conditions i in foreign market'; that could reduce demand for-our. products
ES
7 " T

Ty H . i L] * v
P oo RO AT AL

Our net’ mvestment in- forelgn subsrdlanes translated into US dollars usmg the period-end exchange rates- at
- December 31, 2006, was approx1mate]y $211.6: miilion. The potentml loss in fair value resulting from a
hypothetlcal 10 percent ‘adverse- change in - foreign' exchange rates would be«approxtmately $21.2- mllllon at
. December 31, 2006. The increase’in- the: potenual loss in fair value is pnman]y due to the increase in.the net -
investment of forelgn ‘subsidiaries. «The Company has no plans: of liquidating-any.of i its foreign sub51dlanes,.and
therefore foreign exchange rate - galns or, tosses on our forelgn investments- are reflected as a- cumulatlve
translatlon adjustment and do not reduce our reported net earmngs . ’

. :"'?'-;'\ .

Y ' I L
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- ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

e
& "y Lo

Thls item mcludes the followmg financial information: .
Statement ai Lo S : . U :x i :: R " ;@
Repon of KPMG LLP Independem Reglstered Publlc Accountmg Flrm . .2.‘:: R .'-'45" '
Consolldatcd Statements of Income for'the Years Ended Decembér 31, 2006 2005 and 200-4 i 467
‘Consoltdated Balance Sheets as: of December,3 1%:2006- and 2005 ...... AP [ l ' 47_
Consohdated Statements of Shareholders Equity and Comprehenswe Earnlngs (Loss) for the Years Ended i
- December 31,2006,2005 and 2004 ... ... S S S f 4§
-Consohdated Statemients of Cash Flows for the Years Ended December 31 2006 2005 and 2004 ..... nUD 49
‘Notes to the Consolidated Financial: Statements ......................... e Lo 50
Quanerly Financial Data (Unaudlted) ..... . e IR RTRES T e S ... 82 -
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Aot PR Fa - [
[

The BoardofDrrectersand’ IR . : e
Shareholders of FLIR Systems, Inc..

b
. "

*We have -audited . the. accompanying consolidated balance sheets of: FLIR Systems, Inc. (an Oregon

.corporatron) and subsidiaries as of.December 31, 2006 and 2005, and.the related consolidated statements of
income, shareholders’ equity and comprehensive earnings (loss), and.cash flows for each of the years in the
thrée-year penod ended December 31, 2006. These consolidated financial statements are the responsrbrllty of the.
Company’s management. Our responsibility is: to express an oprmon .on these consolidated financial statements

based on our audrts - s

<l .We co’nducted.our audits, in accordance’ with the standards of the Public Company Accounting Oversight

Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. Anaudit includes examining, on a test
basis, evidénce. supportmg thé ‘amounts and: disclosures in ‘the ﬁnancml statements. An"audit also -includes
assessing the accounting pnncrples used and 51gn1ﬁcant estimates made by management, as well as evaluating
the overall financial statement presentatlon We beliéve that our audits provide a reasonable basts for our
oplmon - S e b N :

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,

the financial position’ of FLIR Systems, Inc. and subsidiaries as.of.December 31,-2006 and 2005, and the results . "

of .their operations and their cash:flows for each of the years in the three- -year period ended December 31, 2006
in confon-mty wrth U.S. generally accepled accountmg principles. S ‘

As discussed in Note 210 the Consolidated Financial Statements the consolidated financial statements as of

~ December 31, 2005 and for each of the. years m the two -year period ended December 3r, 2005 have been‘ :
restated '

"

- As discussed in'Note 1 to the Consolidated Financial Statements, effective January '1; 2006, the Company

) adopted the provisions of Statement of Fmancral Accounting Standards No. 123 (revrsed 2004) Share- Based '
Paymem . _— z . SN ;

¢ - .
o

~ We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board .
(United States), the effectiveness of .FLIR Systems, Inc.'s internal control over financial.reporting as of

December 31; 2006, based on criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO), and our report dated March 16,

2007 expressed an unqualified opinion on management’s assessment of -and the effectlve operatlon of, mternal',
- control over financial reportmg o , AR

/s/ KPMG LLP
Portland, Oregon . i
March 16, 2007

i
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_FLIR SYSTEMS, INC.
CQNSO[;I_DATED STATEMENTS OF INCOME
to (in thousands, exf:e_pt per share amounts)
‘ 7. “!:,.'. B ) . Year Ended December 31, .
R — . 2004
E : S , o006 2005 (As Restated)()
Revenue .................... P T.... $575,000 $508,561  $482,651
Costof goods sold .57 .. ..o ... s e 260,087 231,867 233,492
Gross, profit .. ...0o .. it .. 314913 276,694 249,159
Operating expénses: /'~ .., o _ o ST
“Research and development ... oo, e oo T 60,584° 51514 45,796
Selling, general and administrative . ...........ooooaioeeeaa... 117,374 99,227 - 95605
" Total operating expenses’ ., .............. b T 177,958 150,741 141,401
_ i Earnings from opcralions‘ ............................ . 136,955 . 125,953 . 107,758
Interest expense ~........... P S e ... 89356 7.922 8,092
.. Interest income .. ... P e e Lo (335D 2,644y . . (475
-Other (incomeé) expense, net . . ......... e P P {(1,260) - (1,549 .1,600
. ~ Earnings before income taxes, ................. I 132,611 122,224 98,541
Income tax provision*. . ........ e, el 31715 31459 27,897
Net earnings .......... Al L. $100896 § 90765 $ 70644
Ne.tVeeiminv'g's per share: B T ' . '
Basic ... et e PP $ 149 % 130 § 105
Diluted- . . . .. U SO P e 0$.°132 § 116§ 093
: " N . . "_‘-; :‘ oy 74. P :“. T - =
- (1) See N-qte 2, “l‘gcstétemént of Consolidated Financial Staternents.”
The acco_mpanying fiotes. dre ar_l-iniegral pan of these consolidated financial statements.
‘ e 46 .




FLIR SYSTEMS, INC. . §
- CONSOLIDATED BALANCE SHEETS-.« é .
(in thousands; except for par value) B . X
, , December 31, é
Foa 3 N 2005 . 3
2006 {As Restated)(1): - %
. ASSETS Lo }
Current assets: Coroee T 3
Cash and cashequivalents .. ....................... e ' $l38;623 $107,057 %
ACCOUNES TeCeIvable, MEL .\ ottt e e e .. T 167,502 142,782 1
Jdnventories, et . ... ... i P, 135,928 103,837.- g
'Prepaid expenses and other current assets . ........ T 29,155 33,153 5
Deferred i income taxes net ..........c.co... e .ooJ15202 0 22, 168 ’r
Total currem ASSELS ...t e e e S e 486,470 408,997 'f
Property and equipment, net ............ ... il © 92,156 59,479 T )
Deferred inCome taxes, MBL . ...ttt et et e e e 3,687 — . s
Goodwill .......0.......... e Lo 159,802 158,065 -V
Intangible assets, net ..... e e e ceeeae.. 40917 7. 46,901
Otherassets ..... I S e 15,116+ = 15,981
' a ' . ©$798,148  $689,423 o
LIABILITIES AND SHAREHOLDERS’ EQUITY o o
Current liabilities: R . S Co : ;
" Notes Payable ....................... ........ e .. $45500 0§ . — !
Accounts payable .............cc0iiiiiiian... R . 40,608 : 34,477 -
Deferredrevenue ...........ooounnnnnnan.. O R 13,709, - 10,297 .
Accrued payroll and refated liabilities ......................... e 25,831 .. 22,176,
Accrued product warranties . . ............. PP I DN - 5174 7 7 50590
‘Advance payments from customers ........... ... ..... R AN 10,064 - 5,013 &1
. Other current liabilities ................... s 12,149 11,626
Accrued income taxes . .... e e e © 17,331 3,958
Current portion of long-termdebt ............... ... ........ F 7 - 56
Total current liabilities ........... S e " 170,373 92,662
Long-termdebt ........ e e e .o 207,024 206,155
Deferred income taxes .. .......ooiiiiin i e 2,392 15,212
Pension and other long-term liabilities ......................... J © 19,607 18,413
Commitments and contingencies (Notes 11 and 12}
Shareholders’ equity: ’ .
Preferred stock; $0.01 par value, 10 000 shares authonzed no shares issued at . '
“December 31,2006 0r 2005 . ... e — —
Common stock, $0.01 par value, 200,000 shares authorized, 65,835 and 69,216
shares issued at December 31, 2006 and 2005, respectlvely, and addmonal . . . Co
. paid-in capital ...... T e e e e e e e L. 126,090 212,226 - ,
Retained earnings . ...... e e 252322 151,426 _
Accumulated other comprehenswe eamnings (10SS) /. .o\ v ittt T 20,340 (6,671)
Total ‘shareholders’ eqmty e e I e ... 398,752 356,981 .
- ' | $798148  $689,423
(1} See Note 2, “Restatem@nthof Consolidated Financiai'Stéte_ments." ,
The accompanying notes are an integral pa.n'ofrlhese consolidated financial statements.
47 )
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CASI—I PROVIDED BY OPERATING ACTIVITIES:

T ay - CONSOLIDATED STATEMENTS OF CASH FLOWS
A L SR ‘ (lnthousands)

B
-

Cag

Year Ended DecernberSI, . R

2006

- 2005

$ 100,896

(As Restated)(1)

'$ 90,765°

(As Restated)(1) "~ * S

Neteamnings ... ... ... ... ... . .. oo, .
Income itéms not affecting cash: - - v
: i Deprecrauon andameértization ..............7, .. ..., 20,551 15,585 14,804 - -
B "z Disposal'and wrtte-offs of property and equipment . ... ... (113) (74) oy . i
-« i . 7L Deferredi mcome XS . e (5,581) 7,403 165 tu L
-t -7 " Stock-based compensatlon arrangements .................. 10,853 °~ . (14 632 - -
T - Excess 1ncome tax:benefit of stock optrons exercised ........ —_ 11,590 ° 17,718 . - : o
ER - Other non=cashitems- . ..o 0. ..0 0 o 655 . —" — _-: T
Changes in. operatmg assets and liabilities, net of acqursmons ) T
. Increase in accounts recelvable ......................... (17,533 - (35,409) (27, 752)
v Incréase in mventones ................................. % (26,783) 7 (1 1.217) (10, 375)
s, » =7 Decrease (mcrease) in prcpard expenses and other current ’ o o ) .
T - . £ O S T 5,180 (12 093y - . (898),- t
" 7 (Increase) decrease in other assets .......... e e (128) A(3,573) - 235 o
) ... Increase.in accounts payable ............. A 4,905 3,604 . 1,634 IR
.« 77 Inéréase indeferréd révenue . ... ... 0L L . 3,053 37369, . 1,540. » T
3. .., . Increase in accrued: payroll -and other liabilities ............. S 6,495 2693 . - 2,906
loan ¢ " Increase. (decrease) in'accrued income taxes ..7%........... 12,485 (l 167). 2,319 .
: ‘%"-' ,_ Increase in pensron and other long-term liabilities . .......... 220 1,649, - l',488;..
) Cash provrded by operating activities ........... 00 115,155 73,139 . 75,050-
e . CASH USED BY INVESTING ACTIVITIES: L . r N .
... ' Additions to property and equipment ......... T ‘L. (43,039) (34,038) (13,886) L
Lk Proceeds on sale of | property and equipment ...0............. 603 1252 453" o -
. . Busmess acqulsrtrons ‘net. ‘of cashacquired ...:.............. — (17,657) (159,961) -
" , Investment in-insurance contracts ........... e (877) (1,000) (1,000) -,
X Other mvestments e i (116) (500) - (759)’,
Cash used by mvestmg act1v1t1es ............................ (43,429) (52,943) (175,153)‘
L CASH (USED) PROVIDED BY FINANCING ACTIVITIES N
.. ="« Proceeds from credlt agreement ............................ 45,500 — —
L Repayments of capltal leases; .and other. long -term debt mcludmg ’ ER :
Y. Tcurrent portlon 3 R e T e e (56) (105) L3, 767)
S - -Payment of ﬁnancmg fees ............................... (1,620 . —. — >
‘ R Repurchase ‘of common stock ............................. {119,053) (48,494) (3; 144)
L Proceeds from exercrse of stock options L 13,216 24,241~ 16, 231
SRR Proceeds from shares}rssued pursuant to Employee Stock : . e K
Purchase Plan . .W & v 00 USSR L. . 3,403 3,098 2, 038‘ :
Excess 1ax. beneﬁt of stock options exercrsed ................. 3,551 _ —_ sy
3 Cash (used) provrded by ﬁnancmg actlvmes .................... (55,059) T(21,260) 11,3587 . f'.
R Effect of exchange rate changes on cash e e C 14,899 - - (12,57]) 114447
Net mcrease (decrease) in cash and cash equwalents .............. 31,566 (13,635) (77.301):
: Cash and’ cash equwalents begmmng ofyear ...m % ... ‘107,057 120,692 - 197,993 -
.Cash and cash equ1valents end of year ......" D S 138,623 $IO7 057 . $ 120,692
(l) See Note 2 “Restatemerlt of Consolldated F1nanc1al Statements ot
ng T The accompanying notes are an integral part of these consolidated financial statements. ;’,'_"{'*: -
. ) cC - 49 . <
» . : ; Lad

)

v




#
1

FLIR SYSTEMS; «INC S R
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS ‘_'_ o
: " Note 1. "Nature of Busmess and Slgmt' cant Accountmg Pollcles f C ; '- : mr W x ”'.::“"” R . ‘N

FLIR Systems Inc (the’ “Company ) ‘designs, manufactures and markets: thermal 1mag1ng and . stabrhzed ~

camera systems for a wide varlety of apphcatrons in the commercral 1ndustnal and government markets o i
7 worldwrde The Company s products are produced ina varrety of configuratlons to sutt specrﬁc customer needs T -
ol : These mc]ude compact hand-held systems for such apphcatrons as survelllance s arch and rescue and mdustnal NS

haze and most types of fog Many of the Company s products also” 1ncorporate'vrsrble ]rght cameras laser
: rangeﬁnders laser 1llummators image analysrs software and gyro- stabllrzed glmbal technology '

x

2 PrmcrpleSnofcansohdatmn S T T L

. : h . p"‘
A

"The accompanymg consohdated ﬁnancral statements include the accounts of the Company and its wholly
) owned subsidiaries. All rntercompany accounts and transactrons were elrmmated

Forer'gn'currency translation ,‘f: - SR .

: i SR - ,.
o The assets and liabilities of the: Company s forelgn sub51d1anes are: translated into US. dollars at current . - -5
' . exchange rates in effect at the balance sheet date whlle revenues and expenses are translated at. average exchange ‘
r i - rates for.the year. Resultmg translatron
: 4 (loss) wrthm shareholders’ equlty Transactron gams and Tosses. that arlse from exchange rate’ ﬂuctuanons on:
S transactrons denominated in- currencres other than™ the functronal currency are ‘included in- the consohdated
statement of operatrons as incurre e : : . -' -

B we “The cumulative translatron adjustment mcluded in- accumulated other comprehensrve eammgs (loss) is a
S gam of $22,719, 000 at December 31 2006. and a loss of $5 221 000 at December 31 2005 et

" Revenue. recogmtron g e L .' e - "f," o
S C ' . . s
' eRevenue rs prrmarrly recogmzed upon dehvery of the product to the customer at a ﬁxed or determmable

pr1ce with a reasonable assurance of. collectton passage. of t1tle tothe’ customer as 1nd1cated by the sh1pp1ng terms

and fulﬁllment of all srgmﬁcant obhga’uons pursuantl.to gurdance provrded by Staff- Accounnng Bulletm

No 104 “Revenue Recogmuon 1ssued by the Securrtxes and Exchange Comm1ssron in December 2003 . o

; E ’I'he Company desrgns markets and" ells products pnmanly as commercral ’off-the shelf products Many of -
Ao "; o the Company ] Govemment Systems ,a"'d'._Commercral V1sron Systems customers pamcularly those who use its
S s, a1rbome systems request drfferent system conﬁgurauons base on standard optlons o : ccessones that the
" Company offers. In general revenue arrangements do not 1nvolve acceptance pI'OVISIOIlS Eased upon customer ' )
~ specified acceptance criteria. In’ those hnnted crrcumstances when customer- specrﬁed acceptance cntena ex1st ', L e
- "7 revenue -is deferred until customer” acceptance 1f ‘the Company cannot demonstrate the system ‘meets those '
. R specrﬁcanons prior to- shipment. For any- contracts wrth mult1ple elements- (.2, ¢ trammg,,mstallat]on addltronal ¢
S T parts) undelrvered at the end of: a reportrng penod the Company recogmzes revenue, for- the dehverecl elements BRI
' ' only after lt has determmed that the delrvered elements have stand alone value and any undehvered e]ements

‘

elements is consistent with. gu1dance prov1ded by EITF 00 21 ‘
e L Dellverables Credit is not extended to customers and- revenue is n
wd deterrnlned that the risk of uncollectibility. is m1n1mal
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FLIR SYSTEMS, INC.
NOTES TO THE C_()NSOLIDATE]j FINANCIAL STATEMENTS—Continued)

Notel.  Nature of Business'and Significant Accounting Policies—(Continted) I .
Revenue recognition—{ Commued ) ’

The Company also " has ‘a limited fumber of de51gn and developmenl contracts principally - wrth
govemmental customers, that are accounted for i in accordance with Statement of Position 81- 1, “Accountmg for
Performance of Construcuon -Type and Cenam Productlon-Type Contracts” (“SOP 81 1) Under SOP 81- l
revenues and related costs are recogmzed usmg the percentage of-completlon method..- ' o

" The Company S products are sold w1th warranty prov1srons that requnre itto remedy deﬁcrenmes 1n quallty
or perfonnance of the Company s products over a specaﬁed period of time, generally twelve months “at no cost, to

its customers. Warranty reserves are established at the time that revenue is recogmzed at, levels that represent the ..

Company s estimate of the costs that will be 1ncurred to fulfill those warranty requlremems

Provisions for estimated losses on sales or related receivables are-recorded when identified.-Revenue is
stated net of representative commissions, Service revenue is deferred and recognized over the contract period,.as ..

is the case for extended warranty. contracts, or recognized as services are provided.

Research and development -

Expenditures for research and development activities are expensed as incurred.

T - " . - at

Cash equivalénrs ‘

maturities of less than three months when purchased to be cash equlvalents Cash equivalents at December 31,
2006 and 2005 were $129 910,000 and $50, 910 000 respectlvely

- . S

' .
- . L
v

Invenrones

lnventones are general]y stated at the lower of cost or market and include materials, labor, and

manufacturing overhead Cost is determmed based on a currently adjusted standard bas1s that approxnmates

r-‘ i

actual cost onaﬁrst -in, ﬁrst out basrs S v ‘
A Tt RO S Lo . vt e

lnventory “wrile- downs are recorded when condmons exist to suggest that invéntories may be'in excess of

~ anticipated demand or are obsolete: based upon the Compariy’s assumptlons about futire demand for its products

and market condmons The Company regularly_evaluates its ab111ty to realize the value of i mventones based on a
combination of factors mcludmg the following: historical usage rates, l‘orecasted sales or usage, product end of
life dates, estimated’Current and future market values ‘and new product introductions. When ‘recorded. write-
downs redice the carrymg value of the Company s mventones to thelr net realizable value and create a new cost-
bas1s in the 1nvenlor1es R " :

LT . - ] . . . . ) e
-

Demonsrrarion units . o ) . o 3‘:r",

" The Company 5 products which are bemg used as demonstrauon units aré stated at thé lower of cost or
market and are included in Prepaid Expenses and Other Curfent Assets in the Consolidated Balance “Sheets.
Demonstranon unit§ aré available’ for sale’and the Company penodlcally evaluates them as to marketablllty and
realizable values The carrying value of demonstratlon units was $16.7 mtlllon and $10 8 rmlhon at
December 31, 2006 and 2005 respectlvely . i

The Company considers short-term investments that-are highly liquid, readlly convertible into cash and have -
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¢« + FLIR SYSTEMS INC N ,
NOTES TO THE CONSOLIDATED FINANC[AL STATEMENTS—(Contmued)

-l__

.Note1,  Nature of Busines’s andSigniﬁcant Accountiung;Policies—_'{Contm_ued) s

LT . . S -‘__ - B - .-‘ - ..
Property and eqmpment . R -..-.u-. -
. . i, .

- ._-.j

: Property -and equlpment are stated at.cost and aré deprec1ated using a stralght—lme methodology over their
estimated useful l1ves Repairs and mamtenance are charged to expense as mcurred o A o

- N

]

Goodwzll N _ ’ T - s ;_ e _,-

. - - .
N -

Goodw1ll is reviewed in June of each year, or on an 1ntenm basm lf requ1red for |mpa1rment to determine if

* - events of, changes in busmess condmons md1cate that the carrymg value of the assets may not be recoverable

[ '.‘" P T '_“\“ )

Imang!ble assets . e .

- R SRR . B

T

usefulhves s . N _*-: — sl

Long!wedassets o : L : e
B '-.-n-‘

Long-hved assets are’ rev1ewed for 1mpa1rmem when c1rcumstances mdlcate thal the carrymg amounts may

. not be recoverable. Impairment exists when the carrying value i 1s greater than the expected undiscounted future

. million and $2 4 million, respectlvely

cash flows expected to be prov1ded by the asset. lf 1mpamnenl ex15ts the asset is wntlen ‘down to its. falr value
. . . Lo RIS 4- N S
:: e . . . PR i "-"(,7-:' . r; f‘,
- '... ._ ,";. - .3 T "“T . "".|“ ‘ ‘ “

Advert:smg costs

Advertising costs, wh:ch are_ included in selling, general and admmlstratlve expenses are expensed a8
incurred. Advertising costs for the years ended December 31,-2006,. 2005 and 2004 were $3 6, mllllOIl $25

.

- - *

Cosr—basis investments W o I L
. . N -4 . - T B . L. Tl

¥
T odey, -

' The Company has three mvestments that are accounted for on a cost baSlS The carrymg value of those
investments at December 31, 2006 and 2005 was $1.3 million and $2. 4 ‘million, respectlvely. and ‘are not in

" eXcess of their esnmated fair values The 1nvestments are 1ncluded in Other Assets. in the Consolldated Balance

Sheets. i TS bR
) i . - -
.‘\'“ ) " - o, . . . . - t -y " “.",‘4- .
M - . . T :-.r" by, '-,‘...:'-‘.,.. .. . , .
Eammgspershare S 2 VR PR ‘m o AL S SRS
" ' -“-"1r;' .-’%r\. a‘gl.A a fﬁ-— L L i

. Ba51c eammgs per share is based on the welghted average nhumber, of,shares of, common ‘stock. outstandmg
durmg the penod Diluted earnings per share is' computed smular to bas1c eammgs per, share except that the
weighted shares outstanding are increased to include addmonal shareslfrom the-assumed exercise of stock
options, if dilutive, and from the assumed conversion- of the $210 million convemble notés. The number of
additional shares from the’ assumed exercise-of stock” opuons is. calculaled by assummg “that. outstandmg stock
©options were exercised and that. the proceeds from such’ exermses were used to-acquire’ shares'of common stock at

‘the a ~average market price during the reporting penod The conversion’ of- lhe convemble notes is, assumed to have ,

taken: -placé-as of the dates that the convertible notes: were 1ssued In addmon net ‘earnings’ used for purposes of -

:compunng diluted earnings per-share. is net earnings adjusted for mterest costs” of .the. convemble notes;: net of -

statutory tax, as'if the conversion had taken place as of the dates that the convertible notes were issued.. ™ ¢
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NOTES TO THE CONSOLIDATED FINAN CIAL STATEMENTS—-(Contmued)
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Note 1. Nature of Busmess and Slgntficant Acc "ntmg Pohcles—(Contmued) S Th

Ll

Eammgs per share—( Contmued i

oL * The-. following table. _sets - forth the reconcrhatton of the numerator and denommator uuhzed in the"’,',. RS
o computatton of basic. and d1luted eammgs per share (m thousands) B S S
o ST . . 4 \ o [ o R .‘ ) :". ':2..4," o -
SooaT L L2 é, R #, .7 7. .o 7" Year Ended December 31, YT
: ot | . . e e e R R - 2004 R
SR - TR R S : 2006 2005- (AsRestated) . * .. .

W B ] : S . R T

T Numerator for eammgs per “share: - o
: Net eammgs as reported i - $100,8_96"“'.$90 765 CTU870644 T
< _‘ e Interest assocrated with convert:ble notes, net ofitax ....... . 4377, 43777 4,383 R

L . T, : x o ° g " . '
D Ty T DAL ML P RPA N SOUL S 1L L TP

- Net earmngs avatlable 6] common shareholders—dtluted ... $105,273 - 95,142 $75,027 4

"'l=».“’. e _ e :‘_-'_,.z‘,- T GELL DT ? ] - l
L o -‘ ‘ Werghted average number of common, shares outstandlng L 67,845 69,580 67,566 - - St :
L "+ s Assuinéd exercise of stock options, net of shares assumed I s T
R : reacqutred under the treasury stock method T 2,470 2986 4,079 L i

: Assumed conversmn of converttble notes K 94637 9463 . 9463 S

¥ . ‘ 79,778 . 82,029 ’;_ 81,108 ST

. A b i . \,'lr i T :
. o The effect of stock opt1ons! for the years ended December 31 2006, 2005 and 2004 that aggregated co
2 314 588 1,975,643 and 13,039, respectively, have t been excluded for purposes of dtluted eammgs per share . Ll

N smce the éffect would have been anu dilutive. = K
‘:'._’ . .‘l i *‘ R . ’ ":'! -v'i-:" R -" ’ . . - .
- Supplemenral cash ﬂow dtsclosure (in thodsands) . Lo T . . ' L
S S L ) " Year Ended Decernber 31, L
. . L oY e - ‘ : 2006 2005 2004 " -
Cooe Cash'p'aidfor SRS ‘ S SR
N Interest PR - $ 7506 - 5 6633 $6902 - .
] - Taxes - $19,004  $22,013  $8,301 ' .
. F ', i :j_‘
Farr value of f' nancral m_straments _ . P
R Y -" : For cash and eash:equwalents accounts recetvable accounts payable and accrued payroll and related
habllmes the carrylng amount approxrmates the fair value of those instruments die’to their short-term nature’, , ,
The fatr valie of the : long term debt is estlmated based on quoted market prices of the convertrble notes At .
December 31 2006 the falr value of the notes was approx1mately $322. 0 mrlhon o . . 7 “—"'

- PI‘]OI’ to, .lanuary l 2006 the Company followed the prov1srons of Accounting Principles Board No., 25 o )
“Accountmg for, Stock Issued to*Employees” (“APB*ZS“) and related-interpretations in accounting for its stock- . "% - :

ST , based- employee‘compensatton plans which ‘are described more fully in Note 15.:0n January -1, 2006; the "
U Company adopted the provrsrons of Statement of F1nanc1al Accounttng Standards ‘No. 123(R), “Share-Based .
B, Payment” (;‘SFAS 123(R)“), requmng ‘the Company ito recogmze expense related to the-fair value of its stock-. - o
e 0 based” eompensauon awards The. Company has elected to use the. modrﬁed prospecuve transition method as .
. penmtted by SFAS 123(R) and therefore has not restated the ﬁnanc1al results for pl‘lOI’ penods e L T

. SR 5-3' '

SR t |
ikt ! : ‘

< = ;T_‘:l'; " - e y a ] it




a parttcular year is not met, the related ‘tranche does not vest, e wa -

FLIR SYSTEMS INC.
NOTES.TO THE CONSOLIDATED FINANCIAL STATEMENTS—{Contmued)

4 .
LA . .

‘ . ‘Note 1 Nature of Business and Significant Accountmg Poltcres—(Contmued)

- . _,-, ¥ .‘?- .
Stock—based compensarton—(Commued) ' : »_-- R

‘

- Under the modlﬁed prospective. transition method, ;stock- based compensatlon expense is recogmzed for the

= rematmng requisite service of all stock-based compensatlon awards granted prior to January 1, 2006, (determined . . i

" undér SFAS 123, “Accountmg for Stock-based Compensation” (“SFAS 123")) and all stock-based compensation '
awards granted subsequent {o January 1, 2006, based on the grant date esttmated fair value (determmed under
SFAS-123(R)). The Company uses the Black-Scholes option prtcmg model to esttmate the fair value of all stock-
based compensatlon awards on the-date of grant, except for restncted stock awards which are valued-at the fair
market value on‘the date of grant. The Company recognizes the compensatton expense for' ttme-based options

- ‘and restricted- stock’ ‘awards on.a stratght -line- basis over the reqtnsne service “period” of “edch” award. The

‘ compensatton expense for each tranche of performance-based opttons lS recogmzed during the year the related
performance criteria are met because each tranche is 1ndependent of the others and lf the performance critériaina

'“"”.’...- :‘H. ; A
The followmg table sets forth the stock-based compensanon expense and related tax benefit recogmzed in
the Consohdated Statement of lncome for the year ended December 31,2006 (1n thousands)

oy Y e -

Costofgoodssold....:...........................;......‘.._ ....... .. - 31,202
Research and development . .. ..........iuiiiiiiiinen i, 3,083
Selling, general and administrative ...... .. i R, O
" Stock-based compensation EXPENse before income Jaxes ... L 10,853 v
Income tax benefit . ..........co.. o e i e S 231
Total stock-based compensation expense after income {AXES .+ .ennn ... o . %8536

- . o

As of December 31, 2006 stock—based compensation costs of $6|2 000 were capttahzed in,inventory and
the 'Company had approximately $20,110,000 of total unrecognized stock- based - compensanon costs, net of
estimated forfettures 1o be recogmzcd over a weighted average perlod of 1 6 years.

Prior‘to the adoptton of SFAS 123(R), the Company accounted for stock- based compensation under the
recognition and measurement provistons of APB 25, The followmg table t]lustrates the effect on net earnings and
‘earnings per share if-the Company had applied the fair value. recognttton prov1srons “of; SFAS -123 to-stock-based
employee compensatlon for the years ended December 31, 2005 and 2004 (m thousands, ‘except per share amounts)

P

w-' ST el *Year ‘Ended December 31,

X ca T 2004
: - PR , . _ ‘ L 2_005 . (As Restated)
Net earmngs——as reported AT s L SliiE ."l”' $19Q,?65 s s 70,644.
Add: Total stock-based. compensatton expense mcluded in reported nets Sl L
. earmngsnetoftax.....‘.......................-.v ..... SRS  SENEY X 7 S
i Deduct Total stock-based compensauon expense determtned ‘under fair S O 4 poe
*value method netoftax ........0 . e T - J . (12, 554) (14,214) -
Net earnmgs—pro forma e e I DRI .". St $ 78 225 © $ 57,062
Eaml_ngs per share: v L Gl e e
Basic—asreported . ... .. ... % 130. 8 105
" Diluted—asteported ............... . iiiiiiean. eeeee.ozie 80 L1608 093,
Earnings, per share: : T _
Basice—pro fOrma ... ... .ueeennnrnennnnnas IR %120 8 084
Diluted—proforma ............o0oueirveieeana.a.! eecie. %101 8 076
y 54 i




N Notel Nature of Busmm‘s and Slgmf' cant Accountmg Poltctw—(Contmued) whoL <

‘ . options. granted were: performance -based options whereas prior to 2006, all stock opuons were. time- based

Fo o

) " FLIR SYSTEMS wce. oo
NOTES TO TI{E CONSOLIDATED FINANC[AL STATEMENTS—-(Contmued) RETI

 Stock- based compensatwn—(Contmued) a B _ '«—’* SR : ,r?' L

- ' The. following’ table presents the 1mpact of the adoption of SFAS 123(R) on selected lme items from the !
2 .Company s*consolidated financial statements for the year ended December 31 2006 (m thousands except per

. share amounts) Ty noae e A A i ‘ - I
SO *j.:"‘“,' T A Lo e o Asréporteda* _lrrepb‘md‘ VAR
ey el e T C o e underSFAS .- dunders: gt T 7
3t e - L B®  APB2S . -
Consolidated Statement of ]ncome , e SR el R
. Eamnings from operanons S PO e 8136955 ¢ §144361 . 0 0 %
- . Earnings before i mcome taxes: ...... -, $132,611 . $140,017 . _ . ﬁé
SRR ... Net eammgs...':~—~..;'-.‘.....,!.‘.-:‘_., , veeie. 28100896 $107,178. . o E
. Basrcearnmgspcrshare et 8 149 -8 158 e £
. Dilated eammgs per share e P, e $- 132 8 140 -
i ‘-[' Foeis crgd A S, " e .‘.. A
Consohdated Statement of Cash Flows - - T
» Net cash prov1ded by operating activities..........:....... _ $115155 $l 18, 706 ’
. Net cash used by financmg acnvmes R X $(55 059) $(58 610) :

) The fair value of the: stock based awards as determmed under the Black- Scholes model, granted in the years T 3
ended December 31, 2006, 2005 and 2004 reported abhove was, esnmaled with_the followmg welghted-average A%

L assumpnons ‘ L -
‘ oL VN . 1U2004
L 2006 2005 . (As Restated)
;. Stock Opnon Awards: ' R , '

T Rtsk free interestrate’ ... ... e e o 47% ©35% . .23% . e o
< Expected dwndend yield:".". .‘.".‘. st 00% s 2 00% e 0.0%0 S " ®

- Expected term S EECETSRUPRIRRR © 2.6years 30years  3.0years _ L

Expected volatlllty XLEE I ._.":-.,.‘ S 39.9% - 435% - 539% i .
; EmPloYee Stock Purchase Plan:s % e 5 o oo L Lo o
¥+ Risk:freé intérest rate. .. <5 0 0 $50% - 38% . 15% o o0
*fExpected dividend yleld RPN e 0.0% 00% °  0.0% BRI
Expected ternl i e e 6 months 6months 6 months oy e g
Expected volatthty ......... T U l% . - 40, 4% . 36.9%‘ R ?
The Company uses the US Treasury (constant maturtty) mterest rate on. the date of grant ‘as the risk- free ; E
tnterest rate and uses hlstoncal volanhty as the expected volanhty The Company ] detenmnanon of expected M L F

term’. 1s~based on an analyS|s ‘of historical and .expected exercise. patterns.. In. 2006, over.80. percent of Stock K -': S

[
19 WS

_options. The dlfference in ‘the- nature of these awards has been taken tnto consrderatton in’ deterrmnmg the T
. expected terrn .The Company uses an estimited forfeiture rate of 2 percent of the Stock—compensanon expense of ]
. - non- execunve employees based on an analysns of htstoncal and expected forfeitures, & 2.0 L+ o

S . - . ) .t .
! . . A .. . Lot R -
- . :
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FLIR SYSTEMS, INC.
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Note 1. Nature of Business and Slgmficant Accounting Poltctes—-(Contmued)
Stock based compensation—{ Contmuea')

“The welghted average fair value of stock-based compensation awards granted and vested, and the intrinsic
value of options exercrsed durlng the period were {in thousands except per share amounts) '

.,..

O, Years Ended December 31,
. LT ) 2004 _
: ‘ o b 2006 2005 (As Restated)
: Stock Optron Awards ' ‘ v B
Weighted average grant date fair value per share . .. $ 7. 54 $ 9 51 $ 7173
Total fair value of awards-granted .............. $ 9921, $23,271 $20,341
Total fair value of awards vested ............ .. $5232 $13388 $24,721
" Total mtnnsrc value of optrons exercrsed ...... . $15,883°. $32940° '$48,053
Restncted Stock Awards L |‘ O ’ . - . '
Weighted average gram "date fair value per share ... § 25.12 5§ — 35 —
Total fair value of awards granted L P $12474 $ — $ —
'Employee Stock Purchase Plan : '
- Weighted average grant date fa1r value per share ... % 7.30 $ '6.28 $ 566
Total fair. value of. shares estrmated to be issued - $-1,196 °~ $ 1,087 § 1,067
ST

The total amount of cash received from the exercise of stock optrons in the years ended December 31, 2006
2005 and 2004, was $13,216, 000 $24,241,000 and $16,231, 000, respectrvely, and the related excess tax beneﬁt
realized from the exercise of the stock options’ was $5, 473,000, $11,590, 000 and '$17,718,000; respectrvely

The Company elected to adopt the “long-haul” method to calculaté the historical poal of - windfall' tax
beriefits, which calculates ona grant by, grant basis, the windfall or excess tax benefit that arose upon the exercise
of each stock option, based ona companson to the total tax deduction to the “as-if" deferred tax asset that would
have been recorded had the "Company followed the recognmon proylsrons of SFAS 123 smf:e its effecuve date.
Addltronally, the Company elected to. adopt the “tax-law ordermg“ method of measunng the trmmg ‘in which tax
deductrons on stock option exercrses should be recognrzed in the consolidated ﬁnancral statements

¢

Concemranon af nsk e

r __J ' ! . )

FlnanCla] 1nstruments that potennally subject the Company to concentration of credit risk consrst primarily
of trade recelvables Concentratlon of credit risk with respect 1o trade receivables is limited because a telatively
ularge number of. geographtcally dlverse customers make .up the Company’s customer base, thus diversifying the
trade credlt risk. The’ Company contro]s credlt risk. through credit- approvals credit limits.and momtonng
procedures The Company performs credlt evaluatrons for all new customers and requires letters of credit, bank
guarantees and advanced payments if deemed necessary. .

A substantra] pomon of the Company s'revenue is’ derlved from sales to US and foreign government
agencies (see Note . The Company also purchases certain key components from sole ‘or limited ‘source
supplters R -

The Company - maintains cash deposrts with major banks that from time to time may exceed federally
msured limits. The Company periodically assesses the financial condition of the institutions and believes that the
risk of any loss is minimal. - -
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FLIR SYSTEMS INC.
NOTES TO THE CONSOL[DATED FINANCIAL STATEMENTS——(Contmued)

Note 1.  Nature of Business and Significant Accot_mtmg Poltcnes—(Con_ttnued)». B e ,.;.." '

Use of estimates oo .,

The preparation of financial statements in conformity with generally accepted accounting principles in the
United States requires-management-to make estimates and judgments that affect the reported:amounts of assets
and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements, and the
reported amounts of revenue and expenses during the reporting period. Significant estimates and judgments made
by management of the Company include matters such as collectibility ‘of’ accounts. receivable, realizability of-
inventories, realizability ‘of investments, recoverablhty of deferred tax assets, 1mpatrment “of goodwill, loss
contingencies and adequacy ¢ of warranty accruals. Actual results could dtffer from those esttmates The Company
beligves that the estlmates used are reasonable o Lo

- ]
P
* .

Accumm’ated other comprehens:ve earnings (loss)

r

. . * -,t.

Accumulated other comprehens:ve earnings tnc]udes cumulattve translatlon adjustmenls change .in -

minimum llablllty for pension plans,’and unrealized losses on short term mvestments P

P

Recent accountmg pronouncements

In June 2006, the Financial Accounting Standards Board (“FASB”) issued FASB Interpretatton No. 48 )

“Accountmg for Uncertainty in Income Taxes”-(“FIN 48”), an tnterpretatton of SFAS No. 109 “Accounting for

Income Taxes” (“SFAS 109™), which clarifies the accounting for uncertamty in income taxes recogmzed in the
- financial statements in accordance with SFAS 109. The interpretation prescrlbes a recogmtlon threshold of more-
likely-than-nof and a measurement aftribute on all tax positions taken or expected 0 be taken in a tax return in
order to be recogmzed in the financial statements FIN 48 is effective for fiscal years beginding after

December 15 2006. Accordingly, the Company will adopt FIN 48 on January 1, 2007 and the Company is

currently assessing the tmpact F[N 48 will have on its ﬁnancnal statements.

“In September 20{)6 FASB issued Statement of Financial Accountmg Standards No 157, “Fatr Value'

Measurements” (“SFAS 157") Tl‘llS statement defines fair value,. establtshes a, franlework for measurmg fair -
value in gerterally accepted accounttng principtes, and expands dlsclosures about fatr value* measurements “The -

" statement is effectwe for financial statements issued for ﬁscal years begmmng after November ‘15,2007

Accordingly, the Company will adopt SFAS 157 and the’ Company is currently assessmg y the impact SFAS 157

will have on the financial statements, .

In’ September 2006, FASB issued Statement of Financial Accounting Standard No.» ~158, “Employers’ -
Accounting for Defined Benefit Pension and Other Postretlrement Plans—-an amendment of FASB Statements
No. 87, 88, 106, and 132(R)” (“SFAS 158"). This statement tmproves “financial reportmg “by requiring an

employer to recognize the overfunded or underfunded status of a defined benefil postretirement plan (other than a .

multiemployer plan) as an asset Or liability in its statéinent-of financial position’ and to recognize changes in that,
funded status in the year in which the changes occur-through comprehenstve income of a ‘business entity. This

Statément also i improves financial reporting by requiring an employer to measure the funded status of aplanasof .
the date of its year-end 'statement of financial position, with Itmlted exceptlons SFAS 158 1 is effecuve for ﬁscal‘ .

years.ending after December 15, 2006. Accordingly, the Company adopted SFAS158'on December 3 2006 and .

has recorded the minimum pension liability to Other Comprehensive Eammgs {Loss) and. the estimated benefit o

. be pald in 2007 has been reported in Other Current Ltablhues In addition, the Company measures the pensnon
obllgauon as of the end of the ﬁscal year. S i - :

"ll Y i b . . "t .
In September 2006, the Securities and Exehange Commtssmn tssued Staff Accountmg Bullettn No. 108

(“SAB 108"),- which expresses the staff's views regardmg the process of quantlfylngeﬁnancml statement -~
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FLIR SYSTEMS,INC.. ..
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Note 1.  Nature of Business and Significant Accounting Policies—(Continued)
Recent accounting pronouncements— Continued)

misstatements. SAB 108 addresses diversity in oractice in.quantifying financial statement misstatements and the
potential under current practice for build up of improper amounts on the balance sheet: SAB 108 1s applicable to
financial statements for fiscal years ending after November 15, 2006. The Company $ adoptlon of SAB 108 had
" no 1mpact on its financial statements. :

Note 2 ' Restatement of Consolidated Financial Statements
Stack Optmn Practices .

«During 2006, the Company undertook a voluntary review of its historical stock option practices and related
_-accounting treatment as a result of the apparent issuance of options.on favorable dates prior to 2000. Based upon
‘the !preliminary results of this review, the Company’s Board of Directors (the “Board”) formed a Special
Committee, comprised of two outside directors, to investigate stock option grants, practices and procedures from
1995 to 2006. The Special Committee conducted its investigation with the assistance of independent legal
counse! from Perkins Coie, LLP and outside forensic accountants from Deloitte Financial Advisory Services,
LLP which was retained by independent counsel. The Special Committee has completed its investigation and has
provnded its findings and recommendations to the Company’s full Board. .
Ca .

- With respect to slock optlons gramed during the period-from early 1995 lhrough lhe middle of 2000 the
Specnal Committee found-inaccuracies in the determmal:on of measurement dates for certain stock option grants
affecting the Company’s accounting and disclosures in “those years, The Special Committee also-found strong
circumstantial evidence of the improper selection of grant dates given the lack of supporting documentation and
the fact that the exercise price for certain grants were at the lowest stock price for the first quarter in each of the
years from 1995 to 1999. With respect. to stock options, granted during the period from the middle of 2000
through 2006, the Special Committee identified certain procedural and corporate governance issues that resulted
in the use of incorrect measurement dates, but did not find any evidence that grant dates were selected based
upon-an-attempt to seek a favorable price. The Special Committee also reported that it investigated certain other
option practices for the period from 1995 to 2006 and identified no evidence of 1mproper dating _of option
exercises and limited excepnons related to accelerated vesting and leaves of absences..

In addition to the Spécial Committee’s investigation on stock option pracuces, the Company reviewed
restricted stock grants fromi 1996 through 2006. The Company’s review of resiricted stock grants from 1996 -
through 1999 also found strong circumstantial evidence of the improper selection of measurement dates u'ied to
recognize compensation expense during those years.

Based on the findings of the Special Committee’s investigation and the Company’s subsequent internal
analysis, .including the Company s findings on restricted stock, the Company has concluded, and.the Audit
Committee of the Board has agreed, that a restatement of certain of the Company's annual historical consolidated
ﬁnancnal statements is appropriate. Therefore, the Company: is recording addmonal non-cash compensation
expense and related tax effects with regard to past stock-based compensatlon programs and it is restating
prevnously issued financial statements. The aggregate non-cash compensation expense that is being recognized
from 1993, through 2004 1s $14.3 million, before related tax effects. The adjustments to record the non-cash
compensation expense also resulted in the recognition of additional: payroll tax obligations of $1.8 million during
that period, resulting in a cumulative reduction in earnings before taxes of $16.1 million through 2004. Since a
portion of the compensation expense for financial statement purpaoses is not yet recognizablé as a deduction for
tax purposes, the aggregate benefit to the Company’s income tax provision during this period that is bemg
recognized through the recording of deferred tax assets is $3.9 mitlion, thereby resulting in a cumulative
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. FLIR SYSTEMS, INC.
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS—(Continired)

Note 2.  Restatement of Consolidated Financial Statements—(Continued) . .
Stock Option Practices—(Continued) -
net income effect of $12.2 million for all adjustments being made from 1995 through 2004. The net, income

effect recorded was $0.9 million in 2004 and $11.4 million, cumulatively, prior to 2004, Iy

Accordmg to Accounting Principles Board Opinion No, 25, “Accountmg for Stock Issued to Employees

(“APB 257), and related authoritative accounting literature in place prior to 2006, the measurement date.for -

accounting purposes is the first date on which both the number, of shares that an individual is entitled to receive
and- the option or purchase price, if any, are known. For each option or share granted, APB 25 requires the

+ recognition of compensation expense equal to the market price of the stock at the measurement date minus the

amount, if any, that an individual is required to pay for the option or share. The measurement date does’ not

change the effective: date of a grant but does determine the compensation expense,.if-any, required t6 be

recognized. for accounting purposes in connéction with the grant. As a result of the Company’s review of-stock
option and restricted stock grants between 1995 and 2006, the Company has, in certain cases, established new
measurement dates based upon the date the Company believes that the 'APB 25 criteria- were satisfied. In cases
where the Company established a new measurement date, it considered-information that mcluded ‘but was not

" limited to:-dates-that option grants: were.communicated to individuals; dates ‘that optton -grant details were

provided to third-party service providers or used intérnally to enter the grants into the stock option system;

contemporaneous emails;” minutes of meetings of the Board and the Compensation Committee; information.
obtained in interviews with current and former- Compensation’ Committee members and the' Company’s

management and employees; payroll records; personnel‘ files; and various records maintained-by the Company’s
Legal, Finance and Human Resources Departments. For grants for which there was not sufficient evidence and
documentation to support’ the original measurement date or determine the precise date when the number of
options and exercise price’ were finalized, the Company used all available relevant- mformatton to form-ar
reasconable conc]usnon as to the most hkely measurement date for such grants S
. ' - . LR ot : FER .

The fo]lowmg summarizes the results of the investigation of the. Special Committee and the Company’s’
review and the impact of the primary stock option and restricted stock accounting errors, in'terms of the nonicash
compensation-expense before related tax effects, underlying this restatement. -All references to the number of.
option_s or restricted shareis.and share prices in this discussion have been adjusted for t_tll‘stock splits since 1995. ::

» _

Inaccurate measurement dates for certain stock opuons and restncted shares granted between January 5 1995
and June 30, 2000.

During the period from January 5, 1995 through June 30, 2000 the Company 1ssued a total of 10. 6 mtlllon
stock options, with 7.0 million issued as part of annual bonus programs, ‘1.3 million:issued i in connection with

acqutstttons 0.5 milliéh 1ssued to non-employee dlrectors and 1.8 million issued for other ] purposes primarily in -

connection “with hmng and promotmg employees. The Company has determmed that inaccurate measurement.
dates were -used in connection with all six-of the annual stock optlon bonus - grants during this period. The
Comipany also had a. restncted stock program for officers from 1996 through 1999 and has. determined ‘that
inaccurate measurement dates were used to originally recognize compensation expenses for all awards made
under the restricted stock programs which totaled 0.6 ‘miilion shares. The amount of addmonal compensatton
expense being recorded during - this period for both stock option grants and restricted stock awards is $3.6
million. The discussion followmg each of the italicized headings below provides further details of the types of

errors identified and accounts for the entire $3.6 mllhon of additional compensation expense ansmg ‘from awards ,

between 1995 and the mlddle of 2000.

" - ay
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FLIR SYSTEMS INC.
" NOTES. TO THE CONSOL]])ATED FINANCIAL STATEMENTS—(Contmued)

Note 2. Restatement of Consolldated Fmanctal Statements——(Contmued) . R i _ R O

Stock Optwn Pracnces-—(Connnued)

. The Company s.determination of the appropriate measurement date to be used for stock option grants -

between January, 5!,1995, and June “30, 2000.was baséd upon the best avallable information or corroboratlve
evidence for each réspective grant as descnbed below. . - : G

. . “, 'v’ - 4
.
4

o Errors arlsmg from’ !rke!y grcmt dates selected in hindsight and mcomplere l’zsts af awards on opnon gram
: dates—$2 6 m:l[ron - : ¥

. The Specml Commlttee 1denuﬁed strong circumstantial evrdence that option grant dates used for annual

.‘awards from 1995 through 1999 totalmg 5.4 mthon optlons were - selected based - upon’ stock price .

consrderauons likely using ‘hindsight. Additionally, there was madeqnate documentation " to vahdate that
complete- lists.of" recrprents of. awards were available on the grant dates used. Option awards on January 6,
1995; Januaryl 19,1996, -January. 2;" 1997, February 3,-1998 and March 5,.1999 were dated’ prior to theé dates on

whlch complete, lists of stock optlon Tecipients.appear to have been avar]ab]e The optlon grants’ in each of those-

years were dated as of- the dates- that had the lowest stock price-in the ﬁrst quarter of each respective year. These

options ‘were awarded in’conjunction with.an annual performance review. program that occurred durmg the first-

quarter of each year.. The Company has: determmed ithat the appropriate measurement daté for. these grants to be

" . the date on which complete lists of stock:option recipients or other ‘corroborative evidence, including third-party

billing statements and option agreements, were avallable The aggregate addltlonal compensatlon expense related
 to these errors-is $2.6 million.  * - . C T e s

N
~
s

Errors relarmg to valumg compensanan expense related to resrrtcted srock awards wrth some measurement dares
Irkeiy selected in hindsight—$0.7 million. : .

Begmmng in 1996, the Company had a restncted stock program for ofﬁcers Under thlS program,. ofﬁcers _

‘were -eligible.to -receive a maximum number of shares based upon attainment of defined annual financial
. performance criteria with the size of each award ‘based upon the'leveél of attainment. of the performance criteria.

. Between: 1996 and ‘1999, a total of 0.6: mrlllon shares were awardéd-to officers. Compensauon expense was
recognized in each respecuve year based:upon the market price on the ongmally determmed measurement date,

with the measurement dates used in 1998 (October 7) at the lowest price in the fourth quarter and second lowest .

price in the year, and in 1999 (October 21) on the lowest price of the year. Actual results agamst the performance

ﬁﬁﬁﬁ

- cntena could not be detenmned unul after the-end of - each respecnve year arld .after..the Compensatlon
Comnnttee had been given. the opportunlty to make any. dlscretlonary adjustments that were provnded urider the

1

program: Accordingly, the Company has determined the measurement date for the. awards. for the 1996 and 1997 ~

programs should have. been the date of the ﬁrst Board meetmgs after Lhe completlon of the audits for those years.

. For, the'1998: and 1999 program years, however shares were awarded before the end of each year apparently in
anuerpauon of annual results For 1998 and. 1999, the, Company has determmed that the measurement date should

- 'have been the date that a: hst of the awards was provided to its transfer agent for the lssuance of shares, Wthh_‘ .
occurred in December 1998 and 1999; respectrvely The aggregate compensatlon expense related to these errors. . - - i

on resmcted stock 1 is $0 7 mllhon ‘
¥ .o P L s BRI
. l TR . e ¢

‘ Errors relared to mcomplete Irsr of awards on optrons grant. date—$0 3 mtl[ron ‘, -._,:

On Apnl 17, 2000 the Company awarded 16 ‘most US based employees opuons to purchase ah aggregate of '

1.6 million” sharés of common stock .primarily based upon length.of service- critéria. Dug 1o the ﬁnancnal,
difficulties the Company was experlencmg at-that time, the broad issuance of opuons was in lieu of cash bonuscs‘
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. when’ such lists were- ﬁnal and provided to the third- -party who was responsible for generatmg individual optron‘ -

-

= hiring. of- employees The . Company has determined .that -inaccurate measurement:dates were used during the ,,‘ 3

e
B

_ . FLIR SYSTEMS, INC. C e
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS—(Continved) " B

P

" Note 2 “ Restatement of Consoltdated Financial Statements—(Contmued) a7 . e ‘
. Stock Optwn Pracrtces—(Commued) g K | . ‘ RS .
normally pald at'that time of the’ year ‘The option grant date co1nc1ded with the public release of audtted ﬁnancml .; o

statements for the 1999 calendar year. Although the majority of awards were based on’ length of service criteria. L .

for each individual, there were sufficient exceptions made to that criteria in establishing the final list of awards-
that the Company has determined the appropriate measurement date for these awards should have been the date .,

R agreements The eompensatlon expense related to this error was $0.3 million. -~ - = . - i . oot W
R ". - - Tey .
Inaccurate measurement dates for certam stock optrons and restricted shares granted between Ju]y I, 2000 and oy
February 4,2005. ] LT DY

"o

Dunng the perrod from July L, 2000 Lhrough December 31 2006 the Company 1ssued a total of 18.9 miilion T
stock options with- 7.2 million issued to_officers for either retention or bonus purposes,. 7. 3 million issued to .
employees other than* ofﬁcers for either retention or bonus purposes 1.4 mllllon issued in connectlon wrth

acquisitions, 1.2 million related to:the 2000 hiring of Earl Lewis, its President’ and ‘Chief Executlve Officer; = ?

0.9 miilion issued to non—employee directors and 0.9 million shares issued.for other purposes, prlrnanly rélated. (o

period from ‘July-1, 2000 through February 4, 2005 related to 7.0 million options issued for retention and bonuses

. purposes,:with' 4,1 million and 2.9 million for officers and employees, respectively. The Company has also e '",a e

determined- that extensrons .of time'.given to two former employees to exercise -options should have been.

. accounted for’ dtfferently The discussion following éach of the italicized headmgs below provides further details - T

" of the types of errors 1dent1ﬁed and accounts for, the $10.7 million of addmonal compensatron expense ansmg
from awards between July 1, 2000 and December 3] 2006

: Errors related to mcomp[ete hsr of awards on options grant date—3$6.5 million.

e .
1,The Company has 1dentrﬁed three instances where. lists of stock option recipients approved by, the L
Compensatton Commtttee were either mcomplete or subsequently modified, as follows: . o

., - On December 27, 2001, the. Compensatlon Commlttee awarded optrons to purchase 2.8 million shares

© cof common stock to. ofﬁcers for bonus purposes at an exercise price of, $9.25. The Compensation.

’ Comrmttee award was ‘made wrth an understanding that there were 3.0 mrlhon shares’ ‘available under.
the Company’s 1992 Stock’ Incentive Plan (the “1992" Plan™). Shortly thereafter, the Company .-

‘ determmed that the number of shares avatlable under the 1992 Plan was actually 2:5 million shares: In - - ‘.
ofder to remain in compllance with the 1992:Plan, the: Coinpany’s officers- voluntanly agréed to forfeit *

ume of the next meeting of the Compensatlon Commlttee which was February 12, 2002. The.market’
: pnce ‘of the Company s comménstock on that'day was "$11.73. The Company has determmed ‘that the:

_measurement’ date for these optton grants should have been February 12, 2002 when the list of awards :'_-'*:-

.. was ﬁna] The" compensatlon expense related to these grants is $5.9 million.”™ - = - o

. on’ January 8, 2004, the Compensatton Comn‘uttee approved the i 1ssuance of L. 8 mrlhon stock optrons
_to a pool of employees ‘The market price on that day was $19.58. The complete ltst of option recipients " -
and’ the: number of optlons awarded to each: ‘recipient was not final unttl February 17, 2004 when the

should have been: February 17 2004 and is thus recogmzmg eompensatton expense for these grants of -
$0 6 n'nllron " : . T

[
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’ "certmn of ‘the ‘options ' awarded to them. The final award of 2.4 million: options was determined- at the _ ; - ’

S :_ market price was, § $19 94. The Company has detennmed the measurement date for these option grants S ST
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e "+ FLIR SYSTEMS;INC. RN
7 NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS—(Contmued)

: Note ] Restatement ol' Consolldated Financial Statements—(Contmued)

3‘ .

Stock Opnon Practtces—(Contmued) . o e S ) - . ‘

. _u;

v, b subsequent to the :Compensation Committee’s meetmg, the Company has’ determmed the measurement

R

e ,ggl date_for these grants. should have been February 28, 2005, when the’ llst}was final and all emp]oyees

. were nonﬁed of their individual awards. However, smce ‘the market prlce ‘on that dayswas $31.25,-no
o compensatron expense is required to be recognized. : :

[

- -~ 4
' + ¢

-Error retared to farlure ro recogmze perfonnance criteria on srock opnons-——$3 0 mrllwn
i ._'!_ . . '
On January 1, 2001, the Company awarded shares of. restncted stock to ofﬁcers that had vesung provrslons

based upon the attainment of certain financial results for that year: On September 7,°2001; the Company’s Chief
Executive Officer submittéd a proposal to the Compensauon Committee to convert the shares of restricted stock
"to stock opnons On September 12 2001, the Compensanon Committée approved the* proposal and awarded
0.7 million stock opuons to the: Company s US officers. The market price on ‘that’ day was $7.22. ‘However, the
Special Committee determmed that the Compensation Committee mtended to ‘apply: the performance criteria in

-

Compensanon Commtttee related 1o the completion of the audit for ﬂscal 200] the Company has determmed ’
that the measurement date for these grants should have been February 12; 2002 when ithe: Board met and accepted
the audlted 2001 ﬁnancral statements ‘Accordingly, and based on- the market prlce of $11. 73 .on that day, the

_ fCompany is recogmzmg compensanon expense of $3 Omillion. = - : o
,S:,

u._:--

§
. B . Y
N Lo e - R i .
ey . .- .
R F v P .
“

Error relared to extensron of time fo exercise stock oprtons—SI 0 mtllron R

"

ST - r
. During 2001 the Company allowed two individuals an. extenston of ume 10; exercrse vestepl stock opnonsv
past the time provnded for in thelr optlon agreements The Company has determmed that the extensron of time .
) resulted in 4 new award: for those individuals and it should have recogmzed compensatlon expense for the fair
" value of such new “awards. .on the dates when the respective ‘shares would have been cancelled The compensation
expense recogmzed for these new awards is $1.0 million. ~ = . .- LR _ﬁ‘;
..r.t;f- l o B 'l ’ -' ’ IS
Error related to stock oprmns gramed subject to shareholder approva[ of optton plan—$0 1 mr[lton '

—.1r .'5:‘-

Rt On *February 12 2002 the  Compensation Commlttee awarded- opnons 10 purchase l .0 million shares of N
common stock at-an. exercise price of $11.73 to officers conungent upon shareholder approval of .a new stock
' optlon plan at the Annual Meetmg to be held on Apnl 24, 2002 The plan<was approved and the optlons issued.

* have been, the day of the approval when the market pnce was Sl 81 Consequently the Company is recogmzmg
- compensatron expense of.$0:1 million: for these- grants AR R C

ot

N T T R

~Other Aayustments and Reclassrf cauans ’ Coed

_ The Company has also adjusted prev1ously recogmzed deferred tax assets that were originally, recorded asa .

credit through addrtlona] paid-in capital (shareholders’ equlty) in prevrous penods as’a result of certain stock -
. options that did not quallfy as deductible performance -based: compensatron in accordance wrth Internal Revenue
. . Code section 162(m). The adjustments primarily impact prevrously reported net: operatmg loss carryforwards and
‘ the amount of deferred tax assets and accrued mcome taxes- reported in- the .Consolidated Balance Sheets. Smce

&

S o 62 . S

o -« ' OnvFebruary 4, 2005 the Compensation Commntee approved the award of 1. I million’ stock‘optrons lo
Yy malist of emp]oyees at'an exercise: price of $31.40. Because there were modrﬁcanons made'to the list ..

R

"f"' 'place for the’ restncted stock grants to the stock’options.’Since one ‘of the resmctlons deemed intended by'the - *

However, since the options weére subject to the shareholders approval ‘of the plan; the, measurement date. should_ o
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS——(Contmued)

A

.sNote 2. Restatement of Consolldated Financial Statements—(Contlnued)' ' .'- :

Other Adjustments and Reclassz_ﬁcat:ons—(Cantxnued) ' oo

: the ongmal tax benefit of these.items was recorded through shareholders’ equity, there is no ‘impact to Lhe .

prev1ous]y ‘reported Consolldated Statements ‘of Income related to the resulting section 162(m) limitations. The

‘section’ 162(m) limitations resulted in a- cumulative reduction in net operating losses of.$33.5, million and a

cumulative increase in mcome taxes payable, net of tax credit utilization, of $8.9 mllllon as of Deccmber 31,
2006. Tt R i . . . L \ -

Ihcrememal Impact -

" The mcremental Impact from recognlzmg stock-based compensation and related payroll and income tax -

effects resultmg from the restatement is as follows (in thousands):: : "

. Pretax ‘After Income

Years Ended December 31; o T : . Expense . Tax Expense
' ‘ L. % 181 .$ 181
333 333

. T2 0725

S 1,000 1,000

.81 - 8ol

569 . 1569

2944 -, 22,114

4975 2836

3219 2812

" 14,747 11,378

1,368° 851

"$16,1'15 T's12022

An income tax beneﬁt of $1.4 million was recognized in 2002 related to_the reversal of the valuatnon
allowance for the years 1995 to 2000 on deferred tax assets related to stock-based compensanon expense, payroll

taxes and net operating losses as the Company had a full valuation allowance related to. these penods which was .

no longer necessary in 2002, - - s C . RS

A deferred tax asset. Has not been ‘fecognized for the stock-based compensanon expense - related to the
options granted to officers of the Company subject to Internal Revenue Code section 162(m}. The net impact to
the Statements of Income of the permanent disallowance of the tax benefit under -section- 162(m) is $54,000,

- $832,000, $1,175,000 and $282,000 for the years ended December 31, 2004, 2003 2002 and 2001 respecnvely,
" which effectwely reduces the tax beneﬁt recorded for those periods. .

¥ ~"-. - .
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Note 2.

"FLIR SYSTEMS, INC.

)

1

NOTES TO THE CONSOLIDATED. FINAN CIAL STATEMENTS—-(Contmued) _ e

Incremental Impact—(Continued)

ReStatement of Consohdated Financial Statements—(Continued)

.The following'table presents the effect of the stock-based compensatiofi expense adjustments and related tax
effects made to the Company’s previously reported Consolidated Statement of Income for the .year ended.
December 31, 2004 (in thousands except per share arnounts) .

Pl Year Ended Decelinl;er31f2004
As Reported  Adjustment  As Restated
ReVENUE ... ..ot e e $482,651 $ — $482,651"
Costofgoodssold ..... ... ... . ... .ol 233492 < — 7 233492 . .
Grossprofit ... ... ..., ‘ 249,159 — 249159 .
Operating expenses: * R ;
Research and development . ................%........ 45,796 = .1 45,796
Selling, general and administrative ................... 04,237 . 1,368 -~,. 95,605
-+ . Total OPerating eXpenses ... ..................:. 140,033 1,368 | 141,401
_- Earningsfrom operanons ................. e 109,126, - (1,368). . 107,758
Interest eXpense . ........0. . ...t rrennin i, 8,092 o= 4. 8,092
Interestincome . ........vvrvieinninnneencnnraaerons (475) = (475)
. Other (income)-expense, net ......... LA © 600 0 — - 1,600
. Earnings before income taxes ................... " 99909 . - (1,368) 98,541
Income tax provision . ...............e il co28414 -0 (517). - 27,897 :
. Neteamings ... $71495  $- (851) 7§ 70,644 A
Net earnings per share: o T - -
CBAsIC L. 81060 08 (00D % 1.05, %
Diluted ... ..o\ ©$ 094 8 (0’.01)' - 0.93' '
) The following table presents the effect of the stock-based compensatlon expense adjustmenls and related tax -

effects maclc 1o the Company s previously reported Consohdated Balance Sheet as of December 31, 2005 (m
thousands)

- B December 31,2005 Lo
ve < - As Reported . Adjustment . As Restated
" Current 'assets: . _— oot
Deferred income @XES,NEL ..l . % 18,709 $ 3459 ° $ 22,168
Total current assets ................coooiiiiii., - 405,538 3,459 408,997
Deferred i income taxes,net ............. . ... ...l > 8,415 (8,415) -
_Total assets.i....... e e e C 694,379 ., (4956) . 689,423 . |
" Current liabilities: . L
- Accrued payroll and related liabilities ~ . ............. 20,374 1,802 22,176
Accrued INCOME 1AXES . ...\ vvieeeeen e idrennnn 3,148 " 810 .7 3,958
Total current liabilities ... ... ................... . 90,050 2,612 . 92,662
Long-term liabilities: o o ST
Deferred income taxes, net ....................... 10,779 - 4,433 ’ L15.212°
. Shareholders’ equity: . . - .
Commaon stock and additional paid-in capital ......... 212,005 221 212 226. R
Retained earnings. . .. ........ .. ... .. ... 163,648 .- (12,222) 151,426 © -7 -
Total'shareholders’ equity ..................... - 368,982 (12,001)° 356,981 :
" Total liabilities and shareholders’ equity ................. - 694,379 - (4,956) 689,423
64 o
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‘NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS—(Contmued)

Note 2 Restatement of Consohdated Financial Statements—(Contmued) DS

o Incrememal Impact—( Connnued)

~The adjustments ‘that were made to the December 31, 2005 Consolidated Balance Sheet are due to the
followmg "='_ . : . : _ ,

*  The increase to deferred income tax assets - current results from the reclassification of federal income
}« . tax credits ffom non-current deferred income tax assets, net of the additional utilization of net operatmg
loss carryforwards due to the impact of IRC secuon 162(m);

',The decrease to deferred i mcome tax assets - ‘long term relates to the recla551ﬁcat10n of the tax assets to
.'deferred tax habllmes w : :

. The mcrease to accrued payroil and related liabilities pertains to lhe cumulatwe addmonal payroll tax
¢+ expense- related to the change in classnﬁcatlon of the options from:incentive stock opuons to non-
quahﬁed stock opuons - ‘ ot

.

The mcrease to income taxes’ payab]e is the additional 2005 tax liability after the ut111zat10n of the net

o, L

section 162(m);

operatmg losses and federal -tax-credits caused by the d1sallowance of stock deductions under IRC .

‘:-‘“-'- . The increase to the deferred income tax liabilities relates to the reclassification of cenam federal tax
.7 credits,from long: term deferred tax assets; . : -

The increase_ 1o addmonal ‘paid-in capnal is - ~the’ impact of the cumulative non -cash stock-based
B a | compensauon the cumulauve additional excess tax deductions upon exercise and the dxsa]lowance of
-y prior stock option deductlons due to IRC section 162{m); and

L

B

L addmonal stock based compensation expense and related tax effects recogmzed

-

. The 1mpact of the” adJustments to the Consohdated Balance Sheet on a quarterly basis would not be

. matenally dlfferent from the adjustment as of December 31,2005 to warrant provision-for dlsclosure of quarterly.

mformatlon 1.'1‘ ‘ ) . Y,

The fo]lowmg table presents the effect of the’ stock-based compensation expense adjustments and related tax
effects made to the Company’s previously reported Coneolldaled Statements of Cash Flows for the years ended
December 31 2005 and 2004 (in thousands) - . .

i . B3
Py

VS— o . . *. - Year Ended December 31, 7
: o e 2005 ' . 2004 _
IRC .- . .AsReported Adjustment “ As Restated As Reported Adjustment = As Restated
Cash provided by operating activities: o

. Net earnings ". .... e $60.765 . $§ — $90,765 "$71,495 $-(851) $7‘0,64_4I
" Deferred income taxes .......... . 6,000 1,403 7,403 (3,936) - 6,101, C165
Stock-based compensafion © - - ’
alo amangements ........ et 14 — ’ 14 C— 632. . - 632
e Excess income tax benefit of stock' : LT o i )
. ioptions....... SN . - 13,916 - (2,320) 11,590 24223 (6,_505)_‘ 17,718
. 'Increase in accrud payroll and T . -
. - other liabilities ........:..... Do T2,693 — 2,693 2,170 736 2,906
.- ' Incredse in accrued income o ' SRR
. 'taxes ..... PO I e (2.090) 923 - (1,167) = 2432 . (113) - 2,319

. See also Notes 1, 13 and 17 for impacts of the restatement. - ; S R

S .65

<» The decrease to Fetained earnings is .the cumulative income statement lmpac[ assoc1ated wuh the ’
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-value. The implied fair value of the reporting- unit’s goodwﬂl must be determmed and compared 1o the carrylng-"‘f s

. FLIR SYSTEMS INC. . .' o
: NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS—(Contmued)

Note 3." Accdunts Receivable : - oL

p Accounts receivable are net of an allowance for doubtful accounts of $1.6 million and $1.3 mlllron at

December 31, 2006 and 2005, respectively. .

Note4 Inventories .

-"Inventones consrst of the following (in thousands)

- . e -

o , , ) L. December i, -
_ ' . E ) 2006 2005
. Raw.material and subassemblles e e e e $ 85,860 $ 66,553
) Work-in- PTOBIESS . o\ttt et e - 35,057 23,994

Finished g00ds . . ... ..ottt . “15,011 13,290
' " $135,928 ~ $103,837

Note 5. Property and Equipment _

Property and equipment are summarized as follows (in _lhousands): ‘4.: s,
Esti_rnated . 'J l)ecenrber 31,} '
i . Useful Life _" 2006 ’ 2005 ..
.Land ............................................ — $ 7060 § 5300 ~;-
. Burldmgs ........................................ S 30 years 32,340 120,115, -
Machinery and equrpmem ....................... ... 3t010¥ears. - ‘59,878 L 43,854

Office equipment and other ........... e 110:10 years * 54,625 42,804
' : ' 153,903 .. - 112,073

Less accumulated depreciation ........... S . (61,747) (52,594) . -

$ 92,156 " $ 59,479 -

Deprec1auon expense for the years ended December 31, 2006 2005 and 2004 was. $12 465 000, $8 481,000

and $7 721, 000 respectrvely - _ RS

Note6 Gobdw:ll B

vy

The Company recorded goodwﬂl in connecnon wrth its' acqulsmon of AGEMA Infrared Systems AB in-

’ 1997, its acquisition of Ind1go Systems Corporat:on in 2004 and. its acqursmon of Brysen Optical_ Corporanon
“and; Screntrﬁc Materials Corporation in.2005. In accordance with Statement of: Fmancral Accounting: Standards
" 7. No. 142,. “Goodwill: and Other Intang1ble Assets™ ;(“SFAS 142”), the Company revrews its goodwﬂl for™ = -
impairment annually, or more frequently,-if facts and circumstances warrant areview. The | provisions, of SFAS - '
142 require. that a two- -step test be performed to assess goodwrll for |mpalrment First, thefair valué: of the

repomng unit is compared -to its carrying value. If the: fair ‘valué exceeds the carrying value -goodwill is not
impaired and no further tésting is performed. The second step is performed if the carrying: ‘value exceeds the’ fair

value’ of the goodwill. If the carrying value ‘of a: reporting unit’s goodwrll exceeds its implied fair value, an

Py
“
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-_-1mpa1rment loss équal to the difference will be recorded::In determ:mng 'the fair. valte of.the.reporting:units, the " - R
. Company rel1ed ‘upon the Income- Approach and the Markel Approach ‘Under the Income Approach the fair" .-




FLIR SYSTEMS, INC. ' | .
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

et W

Note 6. . Goodwill—(Continued)
~value 'of a business is based on the cash flows it can be expected to generate over its remaining life. The

estimated cash flows are converted to their present value equivalent using an appropnate rate of return and are
ana]yzed with the boundary of the overall market capitalization of the Company.

. As of June 30, 2006, the Company has determined that there is no lmpalr_ment of its recotded goodwill and
as of December 31, 2006, there have been no triggering events that would require an updated impairment réview.

Goodwill by reporting segment is as follows (in thousands):

December 31, .
S . S 2006 - L2005 -
Thermography . . . e e e $°47,658 * $ 45,595
Government Systems-. . . . .. e e e e 8,295 * 8,328
Commerc_ia] Vision Systems . ...t e 103,845 ° 104,142

'$159,802 . $158,065

~ Note 7 _ Intangible Assets

Intangible asséts are summarized as follows (in thousands):

S ' ‘ ‘Esﬁm'ated_ .. . December 31,
_ o . Useful Life . 2006 - 2005
b _Acquire'd identifiable intangibles ....................... 710 15 years . $.54,594+ .$54,040.
Less accumulated amortization ................. o .- (17,674) 5 (11,262) .
'Net aeqmred ldentlfiable mtanglbles .................... ‘ 36,920 '_ 42,778
“  Patents and trademarks ... ..........................  I7years. . - 5052 . 4458
Less accumulated amortization .. ... ............... ' (3 083) (2,547
Net patents and trademarks .0................. U 1,969 - 1,911.
‘Cooperation agreement and other ........2. . ' ... 000 I0years ~ * 3,656 3,679
: Less accumulated amortization ............... ..... - -(1,628) © (1467)
Net cooperation agreement and other ............. e ' T 20287 2212 "

‘$4o,917 ='$46,901 ‘

o

- I's'_ ’ o . . Srae
e Acqulred 1dent1ﬁable mtanglble assets-of $48,000,000 were acqulred as part of the acqmsntlon of Indigo .
*Systems Corporation, $2:540, 000 Were acquired as part of the Bryser Optical Corporanon acqu:smon and
$4, 054 000 were acqmred as part of the Scnenuﬁc Matenals Corporatlon acqulsmon :

PR 4

The aggregate amomzanon expense recorded in 2006 was approximately $8,086,000. The future estimated
‘aggregate amortization. expenses are appr0x1mately $8 032000 in the years 2007 2008 2009 2010 and

,$5312,000in 2011 I

t .- 1
SFAS 142 also requ1res that mtangnble assets with definite lives be amomzed over their estlmated useful hfe

. and reviewed for impairmerit whenever an impairment indicator exists. The Company contmually monitors for
,."events and changes in c1rcumstances Lhat could indicate that the carrying amounts of the Company s intangible
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FLIR SYSTEMS, INC.
NOTES TO THE CONSOLIDA'I_'ED FINANCIAL STATEMENTS—(Continued)

‘ Note 7. - Intangtble Assets—(Continued)

assets may not beé recoverable When such events or changes in circumstances occur, the Company w1]l assess the
recoverability of: mtanglble assets by determining whether the carrying value of such assets will be recovered
through the.undiscounted expected future cash flows. If the, future undiscounted cash flows are deterrnmed to'be
less than the carrying amount of the mtangrble assets, the Company will recognize anl impairment loss based on
the excess of the carrying amount over the fair value of the assets. The Company did not recognize any intangible
asset 1mpa1rrnent charges in the years ended December 31, 2006 2005 or 2004,

Note 8. Credlt Agreements

On October 6. 2006 the Company signed a Credit Agreement (“Credit Agreement "} with Bank of America,
N.A, Umon Bank of California, N.A., U.S. Bank National Association and other Lenders. This Agreement
replaces a credit agreement dated ‘April 28, 2004. The Credit Agreement provides for'a $300 million, five-year
revolving lme of credtt The Company has the right, subject to certain conditions’ including approval of additional
comrmtments by quahﬁed lenders, to increase the line of credit-by an addmonal $150 million until October 6,
2011. The Credit Agreemem includes a $100 million sublimit multicurrency option, perrmttmg the Company and
certain designated subs1d1ar1es to borrow in Euro, Kroner; Sterling and other agreed upon carrencies. Under the
Credit Agreement, borrowmgs will bear interest based upon the prime lending rate of the Bank of Amenca or
Eurodollar rates ‘with,a provision for a spread under/over Eurodollar rates based upon ‘the Compahy’s leverage
ratio. At December:31, 2006 the interest rate ranged from 6.10 percent to 8.25 percent. The Credit-Agreement
contains five ﬁnancral covénants that require the maintenance of certain leverage ratios, in addition to minimum
levels of EBITDA and consolidated- net worth,. a maximum :Jevel .of capital expenditures and. commencmg
December 31, 2009 a, minimum hqu1d1ty of cash and avarlabrhty under the Credit Agreement The Credit
Agreement is collaterahzed by substantra]ly all asséts of the Company At December 31, 2006, the Company had
$45.5 ‘million outstandmg under. the Credit Agreement.=The Company had $5.5 million of letters of credit
outstanding under the Credxt Agreement at December 31, 2006, whrch reduces the total avallable credlt

The Company, through its Sweden subsidiary, has a. 30- million Swedrsh Kroner (approxrmately $44
million) line, of credit at,3.70° percent at December 31, 2006 -At December 31, 2006 -the .Company had no

amounts outstandmg on thls line of credit. The 30 million Swedrsh Kroner line of credit is secured _primarity by

'accoums receivable and. mventorles of the Company’s Sweden subsrdlary and is Sl.lb_]eCl to automatic renewal on

. .an annual basis.

) Note 9. - ‘iA-cc‘rned Product Warranties

The Company generally provrdes a twelve month warranty on its products. A provrsron for the estimated
future costs of warranty, based upon historical cost and product ‘performance experience, is recorded when
revenue is recogmzed The following table summarizes the Company s warranty llablllty and activity for 2006

"and 2005 (1n thousands) o

Year Ended
* .. December 31,
SER _ | L 2006 2005
Accrued product warrantiés, beginning of year ................ LT $5059 "$5465"
. Amounts paid for warranty services ................... e P (5,241) (5:454) =" .
i Warranty provisions for products sold ... ... e e e seee 5,356 5,048
. ‘-.'Accr_ned.p'roduct warranties, end of year . . . .. .. e, LI $5174 - $.5059




) ' .. FLIR SYSTEMS, INC.
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

: -Note 10. - Long-Term Debt

o In June 20(}3 the:Company issued: $210 million of 3.0% senior convertible notes due 2023 in'a pnvate offenng
pursuant to Rule 144A under the Securities Act of 1933; as amended. The issuance wis made- through an initial

' offermg of $175 million on June-11, 2003, and the subsequent exercise in full by. the underwriters of their option.to .
purchase an addltlonal $35° millien on June 17, 2003. The.net proceeds from the issuance were approxlmately o

5 $203.9 mll]ton Issuance costs are being amortized over a period of seven years. Interest is payable semiannually on
June | and December 1 of each year..The holders of the notes may convert all or some of.their notes mto shares of
the Company $§ common stock at a conversion rate of 45.0612 shares per $1,000 principal amount of notes prior to

the maturity daté i in certain circumstances. The Company may redeem for cash all or partfof the- notes on or after -

. June.§, 2010. The proceeds were used primarily for general corporate purposesy which included the acqutsttlon of
' Indlgo Systems Corporatlon and other workmg capital and capital expenditure needs : TR »

Wt : . i

.. Lo_ng-term debt consnsts-of the followmg (in thousands):

De;:emh:er 31,

o g : : 2006 L2005
Converttble notes e e $210 OOO\J ;. $210,000
Issuance cost of the convertlble notes ........................... AP (2 993) . (3,869)
_Other- long—term debt et e e _“ 7 24

. o , $207 024 $206,153

¥
3

‘During the quarter ended September 30, 2004, one of the terms that allow for convetsion of the Company s
~ convertible notes, as descnbed in the prospectus, ‘was met As of December 31, 2006 ‘no note holders have
elected to convert their notes’ mto Company stock. )

A N "
* . . . R

. 'Note 11. Commitments

The Company leases some of |ts pnmary facnhues under various operating leases: that- expire in 2007
through 2017. The Company also leasés certain operatmg machmery and equipment and office equipment under
‘operating lease agreemeénts. Total net rent expensé-for :the yéars ended December 31 2006 2005 and 2004

“amounted to $7.5 million, $6.9 million. and $6.9 million, respectlvely .The future mtmmum obllgatlons under R

operatmg ]eases net of sublease income of $109.000 in 2007 are as follows (in thousands) K i

. 4+ . Operating
. . L . ﬂ? Leases
2007 <o e $ 6934
D008 . ..ot 6040
2009 - - o 5,839
W00 .. w74
7. 4,145
' SThereafter ..o e . 6,737
... Total mihimumi payments . . . . . e e  $34.469

gt

'

Note 12 -+ Contingencies

. The, Company has been named ‘as' a nominal defendant in “four shareholder derivatives cases filed in

" ~December 2006 and in° January 2007-in the United States District Court for the District of Oregon: The Edward J.

" *Goodman Life Income Trust v. -Earl R. Lewis, et al.; Chris Larson v. Earl R. Lewis, et al.; Glenn Hutton v. Earl’
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. 'FLIR SYSTEMS, INC
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS—-(Contmued)

Note 12 Contmgencnes—(Contmued) -; . i

R Lew:s et al;; and Paul Zet!ma.rer v. Earl'R. Lewis, et al Plamnffs ’have filed an unopposed motion to
consolidate the four lawsuus mto one case “The complaints allege'that certain stock options. granted by the
Company were dated unproperly, and purport to assert claims under various common law theories and under the
federal securmes law, and allege the Company is entitled t0 damages from various individual defendants on a.
“variety of legal theones The Company may be liable for the costs of defending the claims against the-individuals
being sued; under. the Company’s Atticles of. Incorporation, as amended As of December 31, 2006, the Company
is unable to reasonably estlmale these costs.

The Cornpany is also subject 16 other ]egal proceedmgs claims and lmgatlon arising in the ordmary course
of business. In accordancmwnh Statement. of Financial Accounting Standards No; 5 *“Accounting for
Contingencies,” the Company makes a provision-for a liability when it is both probable that’. ‘a liability has been
incurred and the amount of loss can be reasonably estimated.: The Company believes it has recorded adequate
provisions for any probable and &stimable. losses. While the outcome of these matters is currently not
determinable, the Company does not ‘expect that the ummate costs to resolve such matters will have a material
adverse effect on the Company’s financial position, résults of operauons or cash flows.

womy
<

Note 13. Income Taxes

SFAS 109 requlres the Company to recognize deferred tax assets and habllmes for-the expected future tax
consequences of ‘events and basis dlfferences that have been recogmzed in the Company’s financial statements
and tax returns, Under this method deferred tax assets and liabilities are determined based on the difference
between the ﬁnancnal statement carfying amount and the tax basis of assets and llabﬂmes using the enacted tax
‘rates in effect in the years in which the differences are expected to reverse. o

Pre-tax earnings by signiﬁcant geographical locations are as fol]ows (in thousands):

. K ) Year Ended December 31,
- ST . ; R 2006 2005 (As Restated)
. . - o - '
United States ' ...... oo 3640606 $ 57335 - 345,144
Foreign ...... L Aieeeeecioe Dines 68,005 . 64,889 53,397

s -

LT e 8132611 $122224 . $98;541
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' NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTHCOMMN)
‘ i Note 13. Income Taxes—(Contmued) ;.‘:'-‘ T SR P U VO
i The pr0v1510ns for income taxes are as follows (m thousands) T L
| Lo R TR el < .
: o v ’ [ Year Ended December3l
= ¥ : R S 2006 - 2005 . (As Restated)
' qurent tax expense (beneﬁl) N R o
: Federal .............. b e RN 1 F 839 $13346 ° % (20)
State ...iz.. i e e 1,405 - . 1,294 . A703)
2707 151 - o e 2L,10 . 7,985 . .- .10,738
R . 40,354 22,625 10,015
Deferrcd tax expense (benefit): ‘ SR - oo
- Federal ............ ..o, e e _(641) 6,682 +14,514
) ' State s .. . e .. " 761 (879) . - 1,7
- ‘ Foreign .........cviiiiiiiiii i, e . (8,759).  3,031-- -+ 1,597
S L ‘ C T L 639) 883 . 1788
o Total provision ... .. PR PR Sl S3L7IST $31459 $27.897
. Deferred tax assets (liabilities) are composed of the follt;wing components (in thousands):
g ' ' , . . Deceinber 31,
' . Lo i R - . . K . 2005 .
. .- : : o - o 2006 ‘(As Restated)
oot Allowance for doubtful accounts;. .. ...... e e I L8 3 8 221
. - . Accrued product warranties 2 ; : Lt 11267 oL L3
K . ’ Inventory basis differences _. ; <. 9,039 6,876
) Accruedhabllmes el S LT T S & SR DTN 08 . . 1 2,154
) : Deferred revenue ........... . e e 2,384 660
. Co Credltcan'yforwards O S el U = 10915
_ Related party payables ... R 359 o=
. Other ...... el e D e . . 276 15
' Net ciirrent deferred tix assets ... ..... ... o I $ 15,262 $722,168
o Net operating loss carryforwards . .. .. .. L. e T $: 379 8§ —
. Credit carryforwards .. ........... PP S 8,617 =
’ - Domestic depreciation . ............. .. ... . (3,501) —
i Supplcmemal Executive RetirementPlan ................. e e 3945 0 —
- . Stock-based compensauon .................. R 2,107 C—
. . Ima.nglbtes P R e e (12,230) —
Accrued payroll [} S S e P . 575 P —
. Other ......0ooioiiiiiiiiiie.. CO e e Coagd. T —
! : Net long-term defem:d tax assels ................. el P . 8 3687, .8 —
Forelgn net operatmg loss recapture. ... o _ Ceeeee EERTEPRO .S (713) $ (612)
Foreign depreciation . 22,00 ... ... ... oo (l 042y - (636)
Stock-based compensanon R, PN - 344 -
. Foreign uitaxed; -legal TESEIVES . ...ieveiiiiiieiiiiiiiiis, e oom T (9.424)
' Foreign pension .................... ... e . ..(931)“; (107)
Net operating loss carryforwards . ........... e — 3,425-
Credit ca;ryforwards e e e — 3,199
F Domestic depreciation . ...l e — (1,221
* Supplemental Execuuve RetirementPlan ............... ... ... .. ... — 2,390
Stock-based compensation .. ... ............... e T i ]
| Intangibles ............. e S PP R (13,191)
| Accrued payroll tax .. ... T — 574
}_ y Long-term deferred tax liabilities ............... PR PO $(2392)  $(15212)
al
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. FLIR SYSTEMS, INC.
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Note 13. Income Taxes—(Continued)

The provision for income taxes differs from the amount of tax determined by applying the applicable us
statutory federal income tax rate to pretax income as a result of the following differences:

S -
; Year Ended December 31,

2004
. ) * 2006 ﬂlﬁ {As Restated)
Slalulory federal tax rate . . . .. e .. 350%.35.0% 35.0%

Increase (decrease) in rates resulting from . . )
Foreign rate differential ... (79) (86 (5.0
Federal and state income tax credrts e e e i 2D 34 .(2.8)
" State taxes ... .. PO A 1.8 - 1O . 1.0

' Non—deductlble EXPENSES vV e el RN r9 13 -+ 01

Repatnauon of foreign‘earnings ...« .......... Toedrees. — .08 0 — s
Recognition of forelgn tax credrts e e @D = = et
Other .. 0 ... e, e + (1.5) . (04) ;

Effecuve taxrate .......... FUUDRR T e - 23.9% 257%  283% N

e I p—i ]

At December 31, 2006, the Company had US tax net opcranng loss carryforwards totalmg approxlmalely
$3.3 million and state tax net operating loss carryforwards totaling approximately $28.8 million which expire in
the years 2019 through 2025. ‘Additionally, the Company has various state tax credits avallable aggregatmg $1.3
million (net of federal- bencﬁt) which expire in the years 2008 through 2026.

SFAS 109 requrrcs [hat the tax benefits descnbed above be recorded as an assel when thc beneﬁts are
probable of being recognized. To the extent that management assesses the reahzatlon of such assets to be “more
likely than not,” a valuation allowance is required to be recorded. Based on [h]S guidance, the Company believes
that the net deferred tax assets of $18.9 million reflected on the December 3], 2006 consolidated balance sheet,
are realizable based on future forecasts of taxable income over a relatively short time horizon and has not
recorded a valuation allowance. The Company may be required to record a valuation allowance against the
deferred tax assets in future periods if its future forecasts of taxable income are not achieved. ,

US income taxes have not been provrded on accumulated undrsmbutcd earnings of certain foreign
subsidiaries, as tﬁe Company currently intends to reinvest the earnings in operations outside the US.~

P Ty

'Note 14. Capltal Stock -

On June 2 1999 the Board of Dlrectors approved a Shareholdcr Rights Plan, amended November 4, 2004,
that provided for the issuance: of one nght for each share of outstanding common stock. The Company has
reserved 300,000 shares of its capital series A Junior Pamcrpatmg Preferred Stock under ‘this plan. The rights
will become exercisable only in the event that an acquiring party acquires bencﬁcral ownershlp of 15% or more
of the Company’s outstanding common stock or announces a tender or exchange offer, the consummatlon of
which would result in beneficial ownership by that party of 15% or more of the Company s outstanding common
stock. Each-right entitles the holder to purchase one one-hundredth’ of a share of the Company’s A.Junior
Participating Preferred Stock with economic terms similar to that of one share of the Company’s common stock
at a purchase price of $225.00, _subject to adjustment. The Company will generally be entitted 10 redeern the

" rights at $0.01 per right at any time on or prior to the tenth day after an acquiring person has acquired beneficial
ownership of 15% or more of the Company’s common 'stock, If an acquiring person or group acquires beneficial
ownership of 15% or more of the Company’s outslandmg common stock and the Company does not-redeem.or
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS—(Contmued)

Note 14. Capital Stock—(Continued) S

exchange the rights, each right not beneficially owned by- the acquiring person:or group will entitle its holder to
purchase, at the rights’ then current exercise price, that number.of-shares of common stock havmg a value equal
to two times the exercise price. The rights expire on June 2, 2009 if not previously redeemed, exchanged or

exercised. *
Note 15. Stock-based Compensation

Stock Incentive P!ans

The Company has a stock-based compensation program that provides equ1ty incentives for employees,
" consultants and directors. This program includes incentive and non-statutory stock options and nonvested stock

. awards (referred to as restricted stock awards) granted under three plans, the FLIR Systems, Inc. 1992 Stock.

Incentive Plan (the “1992 Plan”), the FLIR Systems, Inc. 1993 Stock Option Plan for Non- Employee Directors
(the “1993 Plan”) and the FLIR Systems Inc. 2002 Stock Incentive Plan (the 2002 Plan™). Prior’ to January 1,
2006, all stock options granted were time-based with “vesting schedules ranging from immediate vesting to
. vesting over three years and gencrally expire ten years from the grant date. The Company has discontinued

. “issuing option awards“out of the 1992 Pian and the 1993 Plan, but previously granted options urider those plans
remain outstanding‘.until their expiration. :

i
|'=_ -

During 2006 the Company also began granting performance-based options and restrlcted stock awards. The
vesting of performance-based options is contingent upon meeting certain diluted eammgs per share growth
targets in three independent tranches over a three year period and the options expire ten years from the grantdate.

The vestmg of each tranche is not dependent on the other tranches Restricted stock awards are time-based and
generally vest overa three year perlod

L.

The Company also has stock options that it issued as replacement options in connection w1th the acqursmon
of Indlgo Systems Corporatlon in 2004.

Shares issued asa result of stock option exercises and the-vesting of restricted stock are new shares.
Information with respect to stock option activity is as follows:

Weighted

. . Weignted Average Aggregaf:e ' .
i " o ‘ . Average  Remaining Intrinsic |
Exercise  Contractual Value (in
; ) Shares Price = ' Term™ thousands)
Outstanding at December 31,2005 . .................. ol -8, 395 674" $1809. 64
Granted ............. ERRTR SR Ll . 1,316 500 - 25.26
- "Exercised ....... e e DD (1,133,285)  11.66°
Forfelted ....... e e (166,565 31.23 -
Outstandmg at’ December 31 2006 . . e ove... 8412324 $19.82 :' 6.1 T $104,997
Exercisable at December 3 152006 ..o ia PRI ' . 6,408,952  $17.45 E % 96,175
Vested and expected to vest at December 31, 2006 . NP Lo ; 3,3?2,155 ' $l9.:i3 ’ g_l_ $104,556

1,042, 200 performance based options were granted net of forfeitures, dunng the year ended December 31,
2006 and were ‘'outstanding at December 31, 2006. . S
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" " FLIR SYSTEMS, INC.
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS—(ContInued) ’
o *Note 15 Stock based Compensatton-—(Contmued) e o ST '
A Stock Incentwe Plans—( Commued) '
', S Informatton w1th respect 1o restncted stock act1v1ty is as follows ,' ST i
- a- ‘ :‘.. .. “ 5 _- - ‘ ] S - ‘_ . ’. . Welghted Average Grant
e L - L . - ST Shares ' .” Date Fair Value.
1"‘ i e . T .,$' T
o 496,620 25.12
(36,380) 25.14
F 460240 $25.12 .

As of December 31, 2006, there are 11 ,790, 191 shares of common stock reserved for future rssuance under

all of the stock mcenttve plans,

PR s
' r

Employee Stock Purchase Plan B 'g

)!

L

Addtttonally, the: Company has an Employee Stock Purchase Plan (the “ESPP“) Wthh allows employees o
. purchase -shares of the Company’ § common stock at 85% of the fa1r market value at the lower of elther the date

~ of enrollment or the. purchase date ; . P
K " . u .l .

s r‘ -t-.'..'.' “ole A

There were 181 827 shares issued under the ESPP dunng the year ended December 31, 2006 and 4, 537 096

shares remam avmlable at December 31, 2006 for future i issuance. -Shares issued for ESPP purchases are new
o shares f‘f":; _ _ . T T Tr oL

Note 16. o't'hf:r; Employee Benefit Plans

. Employee 401(k) Plans - . N L - o

. s n ") s

P ‘The Company has a°401(k) Savings and Retlrement Plan (the“‘Plan ) to prov1de for voluntary salary
- defcrral contnbullon_sm Qn_.a pre-tax basis for employees within the- Umted States in *accordance with

Section 40l(k) of the Internal Revenue ‘Code of 1986, as amended. The Plan allows for contnbunons by the‘
T Company The Company ‘made and expensed. matching contributions of '$2.9 million, $2 7 mlllton and $2.5
mrllton for thc years ended December 31 2006 2005 and 2(}04 respecttvely

¥ s, . 7

s b,

74




FLIR SYSTEMS INC.
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS—(Contmued)

Note 16 Other Employee Benefit Plans—(Contmued) B _;,_:'.,_- S

)
Pension Plans § T T

-The Company previously offered most of the employees outside the United States participation in a defined
. benefit pension plan that has been curtailed. In addition, the Company prowdes a Supplemental Executive
Retirement Plan (the “SERP") for certain US officers of the Company

" underfunded status of a defined benefit postretirement plan as an asset or liability in its statement of financial
position and to recognize changes in that funded status in the year in which the changes occur' through' other
comprehensive income. Accordingly, the Company has recorded the minimum pension “liability to Other
Comprehensive Earnings (Loss) and the estimated benefit to be paid in 2007 has beei reported in Other Current
Liabilities, In addition, the Company measures the pension obligation as of the end of the fiscal year. The
following table presents the impact of the adoption of SFAS 158 on selected lines from the Company 8
lConsolldated Balance Sheet as of December 31, 2006 (in thousands): o S

.-
. a

. December 31.,72'006 :
Before - . -4 . After. .
_adoptionof =~ -+ adoption of+’
v, : . S Lo . SFAS 158 Adjustments - SFAS 158
R ' Deferred income taxes, net (non current) .. ... ... S $.2321 - -$ 1,366 - ° $.3.687 -
’z Oher aSSELS . . - . oo e e e e et e et en et . 17,610 ~ .. :(2,494)) 5,116,
Accumulated other comprehensive earnings (loss) ......... 21,610 : ( 1 270) - 20, 340

A ; ., . .o . : .
- 4, - L + , ‘u,.‘

" Amounts recogmzed in Other Comprehensive Earnings (Loss) durmg lhe years ended December 31, 2006

'.and 2(}05 net of tax, is as follows (in thousands) - e
. Year Ended )
3 - % " ‘December 31,.
. E _ 2006 2005
Net earnings (loss) . . . . e e e $ 62 . $(1,576)
) Prior service cost .. ... TV P N S (982) . —
L Transition obligation . ......... ... .. .o e g (9 126

.

AR S S S (929) $(1:450)

*
"

Components of Other Comprehensive Eamings (Loss) related to the Cornpanyfs pension. plans as :of
December 31, 2006 and 2005 is as follows (in thousands):

December 31,

o 2006 2005
NELIOSS . ..ot ettt e L. $(1,514). $(1,576)
Prior ServICe COSL ... it e e (982) —
Transition obligation ........... ... ... ... ... .. oo 117 126

$(2,379)  $(1,450)

There were no amounts recognized in Other Comprehensive Earnmgs (Loss) re!ated to pension plans as of
_ and for the year ended December 31, 2004
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o NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS—(Contmued)

Note. 16 Other Employee Benefit Plans——(Contmued) pw o

Pension Plans—{ Commued) , " ."

\ B . .s«

" The amortization of the transmon obhganon recognized in'nét: peno ic} beneﬁt ‘costs’ for the years ended

December 31 2006, 2005 and 2004 are $38, 000 $37 000 and $38 000 respectively

.,'Ad"‘

A summary of the components of the net penodic pensmn expense for the eneﬁt obligation and fund assets

L
of the plans is as follows (in thousands) oo -
oA i v A &
- .l_.' . "‘.')““ .
Py n
Fhange in beneﬂt obligauon . Toeow e PT
;#3.Benéfit obligation atJanuary 1., L
E ©oServicecosts . ...ttt
-, Interest COStS [ .
Actuarial'(géjn)_-loss
Beneﬁt obligatlon at December 31 ..
.
Amounts recogmzed in the balance sheets consxst of
- :Non- current assets 4 PEN ;
* Current liabilities : ... 77" .
Non-current liabilities L AN
: “ . R
. - . - ) T J'-
& . LT
. i F
b o
] .
. ™ v .
_ % R .
. - N S + .
S “: . £
E Ll B o
.' s- 0 - L ."‘ N o
:-: ‘;. & )
o sy Fay ;
’ i - i .
- o .
L -
- ‘“. e -t ’
: : 767"
' .
PRL o T ’ - -
an ! ' o T e R

i

-
B __".ts“

¢

IR Year Ended
1 December 31,
e, L 2006 2005
$14 213 $12461
Ve 2156, 7L 247
7461 1650
(1,111) - 71,888

- 724

+"(350)

v ) S
-(856)

$l4 437“

‘_$?1’4,213..

o

$14.213

305

l4 132
Ll r
Ty
-.J.f“
N
'
-
k. .
] *
e I
L R
L - 3
i -
-
-
R
"'-‘,,
_"‘:“:‘.'_'a» = b

g

T N -
12,841




_ FLIR SYSTEMS, INC. .
NOTES TO THE CONSOLIDATED FINANC[AL STATEMENTS—-(Contmued)

Note 16. Other Employee Beneflt Plans-—-(Contlnued) B
Pension Plans—{( Conrmued) i
The weighted average as,sumptigns—us:ed‘are as follows: -~ | S ,J.';';;,;T‘ Tk
" J_{ o . . . Year Ended
T v : December 31,
S T - oL L 2006 2005
Net periodic benefit cost:: , ) g "
SERP: T ' . , T ‘
Discountrate . ........cooiiiiiii PRSI 560%  5.60%
Rate of increase in compensation levels .................. e 5.00% 4.50%
Defined benefit pension plan for employees outside the US: R I
DiSCOUNITAIE ..o\t iti e e st e st ene s e e 4.00% . . 4.00%
Funded status and pl‘O_]eth.‘.d beneﬁt obllgatlon o -
SERP: : . .. o _ -
Discountrate .. .... e e vivee. 575% . 5.60%
- Rate of increase in compensation levels . .................. e o 500% - | 5.00%
Defined benefit pension plan for employees outside the US: . o o
. Discountrate ........... T e L 400% T 4.00%

The discount rates used are based upon publicly listed 1nd1ces for mstruments with average maturities
estimated to be consistent’ w1th the respective obhganons

A pensmn hablllty of $3.7 million and $3.8 million as of December 31, 2006 and 2005, respecnvely, have been
recognized for the pension plans representmg the excess of the unfunded accumulated benefit obligation over the
accrued pension costs. The measurement date used for the perision plans is-December 31, and-at December 31, 2006
and 2005, the accumulated beneﬁt obllganon was $ 144 mxlllon and $12.8 million, respectively,

Benefits expected to be paid under the plans, approx1mately, are (in thousands):

2008 ..\ e 419"

2000 L e e e 866

2010 ............ AP 889

7 ) 8 T SO 906

Five years hEEATIEL « - o o oottt e e e 4838 -
$8,223

Compbnents of net periodic benefit cost are as follows (in thousands): g

"Year Ended December 31,

’ _ 2006 2005 2004

Service costs «.............. e o %0, $ 215§ 247§ 335
Interestcosts .................. E 746 650 614
Net amortization and deferral . ...... .. ... ... ... e 407 277 207

Net periodic pension COStS .. ......................... $1368 S1,174  $1,156

*

et E e o - e ke an -

I e e e e m —— ———— T g




- ~ FLIR SYSTEMS, INC.
NOTES TO THE CONSQLIDATED FINANCIAL STATEMENTS—(Continued)

1

Note 16. Other Employee Benef’ t Plans—(Contlnued) e e on
Pensmn Plans—(Continued) - T I

Components of net penodrc beneﬁt cost expected to be recogmzed from amounts in Other Comprehenswe
Eammgs (Loss) dunng the year endmg December 31:2007 is as follows (in. thousands)

L i Year Ending" . )
. T L : -, R ) December 31,
- : T - 2007
Net loss & 7. ..ot . ' $ (64
.y oo * Net prior’ service, cost' T e (141)

. e ) L il e e R ..... 30

' | L ' L ‘ © $(175) -

’

“
— -

-y . -

. AL ‘.l - .
The Company also has a funded ret1rement obligation to a former executrve ofﬁcer that- has been recorded at
, its present value and is, reported 1n current and other long -term hablhtles based on the expected payout.

rr. . ,1’ -

- -._‘A...ul -
.t - . - ,--_“ .

" ‘Note 17. Operatlng Segments and Related Informatmn ' . _ LT

'H et [ e 3
Operarmg Segments ... . 0 . S e

. The Company has detenmned.tts operatlng segments to be the Thermography, Govemment Systems and

_Commercral Vision Systems market segments N . vl
L The Thermography segment; addresses a broad range of commercral and industrial appllcatlons utilizing
infrared cameras to provide precise temperature measurement or other analytic information. Examples of markets
L served include predictive and preventive maintenance; process | control; burldmg mspecnon clectrical inspection;
_ research and development sc1ent1ﬁc analysrs and gas detection. - _ R . .

-, [

The Government Systems, and Commerc1al V151on Systems markets are both compnsed of applications
focused on provrdmg enhanced v1sron capabtlmes utrhzmg infrared energy and in the case of many Government
- System products additional sensor. technologles such as visible cameras, low llght cameras and lasers.

~

The Govemment Systems segment addresses rnamly govemment markets such as mrlltary, paramrhtary,
homeland security and other program dr1ven markets both within the United States and mtematlonally Most
products contain multiple. Sensors ‘and afe deployed on airborne, maritime, | land based- and man- -portable

- platforms. Appllcauons include search and rescue; force protectron surveillance; drug 1nterd1ct10n maritime
patrol and targeting.

[

. . The Commercial Vision” Systems segment addresses mainly commercial markets mcludmg OEM camera
-+ modules, perimeter security, firefighting, marine, ‘automotive, airborne. and other ‘transportation. These markets
are charactenzed by rapidly growmg volumes dnven by declmmg costs for uncooled infrared technology

. Dunng the, year ended December 31, -2006; the Company separated "the Imagmg segment into the
‘Government Systems and Commerc:al Vision Systems segments described above. Accordingly, the Company
, has restated prevnously reported pertods ona comparable basis.

-

The -accounting policies of each of the segments are the same. The Company evaluates performance based
.upon revenue and earnings from operattons On a consolidated basis,” this amount represents earnings from
peratlons as represented_in the Consolldated Statement of Income. Other consists of corporate_expenses and

" certain other operating expenses not allocated to the operatlng segments for management reportmg purposes.
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NOTES TO THE, CONSOLIDATED FINANCIAL STATEMENTS—(Contmued)
Note 17. Operatmg Segments and Related Informatlon—(Contlnued)

_ Operatmg Segmems—(Cammued) L e o P

- Accounts recewable and mvemones for operalmg segments are, regularly rev1ewed by managemem and are
reported below as segment assets All remaining assets; llablllllBS capnaleexpendltures and deprecnallon are .
managed ona Company-wnde basis. R L et

Operatmg segment information is as follows (in Lhousandsi:' BN

G Toda b L2004 L
_ . et o - ”2006 -w_‘--;;' . 2005 .  (AsRestated) .. ' . -
Revenue—External Customers: -~ . S S T S
Thermmography .......c......... DU ::-.“':'.-.;._ ...... $219 218 3183606 $155,956. .-, 7" -
Government Systems .........covvvrrinnen.nnn sttt 258 436 241,359 250,295 !
Commercml Vlsmn Systems ............. LT 973865 ‘83,596 0 . 76,400
; Lo N $575,000‘;3*_-$308;756'1 CsdB2651, kv
Revenue—Intersegments: ; BT L R '
Thermography - . ... oov i L 8 i g '
Governiment Systems ...................... ERA . 11 263 i ]7 !37 15,311
Commercnal VlSlOl’l Systems ...0.. 00 SR e 26, 082 5. 15 041~ ‘i-8 070 x
EIlmmatlons e N St Celea L7 (37,345) % (32 178) . (23,381) p A_:‘-.; ,"}. o h
A o | 5. 8 = gl— . o
.~ -Eamnings (loss) from operations; - . . v .- 4 e ““‘-; B o R N O
+. .. Thermography -.- ... $ 71 183 - $ 60,850 - $-51,201 v ':.-,'.'-.
< Government Systems S Peeeiee B e 69,960 07 - 78,004 - 79,728
' Commercnal VlSIOI‘l Systems Sl N, o a 17,744 * 8,257 (1, 182) "
Other S I e Lo ioo T (21,941) < (21,158) (21,989).
. o BT SR Tl EES S
3136955 $125953  $107,758
‘ Segment assets (accounts recelvablc and mvcnlones) , oo . :
_Thermography ...... T R LT 890,968 § 67,094
Government Systems . .%.<.. .0 .. .... R Sooodo 1694130 142,318
Comimercial Vision Systems ............. Lo 43,0497 37,207
' | $303,430 *'$246,619
' Revenue and Long- L:ved Assets by Geographic Area ' L i .
Information related to revenue by significant geographlcal locanon deterrnmed by the end customer 1s as
: follows (m thousands) L -. . 7 e T -
' L | T " 'Véar Ended December 31, "
’ ) ‘ .. 2006 2005 2004
United States ... .. P PO | $315088° 5286879 $281,139°
Europe ...........: T preeeen. .. 167,025 133,877 123996 -
.. Other foreign . ., ... . FE B e e Do - 1.92.887 87,805 11,516 S
BRI I - $575,000 " '$508,561" * $482,651 L
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FLIR SYSTEMS, INC.

Note 17. Operating Segments and Relate’d [nformation—-(Contiliued')‘ s
Revenue and Long Lwed Assets by Geographtc Area-—( Continued, )

Long lived assets ; are compnsed of net property and eqluprnent net 1denuﬂable lntanglble assets goodw111
- and other long-term assets. bong-hved assets by significant geographic locations are as follows (in thousands)

December 31,
.- Cal .- 2006 0. (2005
Umted States ..... e e s o, $268,313  $250,430
Europe ... R ey 39, 678 29,996

$307,991  $280,426
Major Customers
Revenue derived from major customers is as follows (in thousands):

Year Ended December 31,

o - . 2006 2008 . 2004
" US government ... ..... ST PP PO '$183,727 $167.462 $191,874

Note 18." Business Acquisitions

On May 12; 2005, the Company acquired for cash the net assets of Brysen Optical Corporation (“Bryscn")
a maker of advanced optical coatings. The acquisition was accounted for as a purchase and the portion of the $4.2
million purchase price, which includes professional fees and other costs directly associated with the acquisition, *
that is-in excess of the net assets acquired is reported in intangible assets and goodwnll of $2,540,000 and
$932,000 respecuvely The operanons of Brysen are not material to the Company s consolidated f“manaal
statements.

On November 23, 2005, the Company acquired the outstanding stock of Scientific Materials Corporation
(“SMC”), a supplier of ‘laser assemblies, laser components and materials, for $13.6 million .in cash. The
-acquisition was accounted for as a purchase and as a result, SMC has become a wholly owned subsuhary of the
Company. The operations of SMC are not material to the Company’s. consolidated financial statements. The
purchase price, including professional .fees and other costs directly associated with the acqulsmon has been
al]ocated as follows (in thousands):

Net taNZIDIE ASSELS . .o\ e v oo e ettt eee e et a e e $ 2520 °

Net deferred tax liability .............. e T €I TI
Identifiable intangible sSelS .. .............iiiiiiiiie s Lo 4054 -
GOOGWAL + -+« e e e e oot e e et e e 7352 .
Total ourchase PrICE ..ottt e e $13,608

. Note 19 Repurchase of Company Stock

In Apnl 2005 .and February 2006, the Company s Board of Directors authorized the repurchase of
© 3.0 million shares and 5.0 million shares, respectively, of the Company’s outstanding shares of common stock in
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SN . FLIRSYSTEMS, INC. L
.. .-+ NOTES. TO THE CONSOLIDATED FINANCIAL STATEMENTS——(Contmued)
Sl

. ' Note 19 Repurchase of. Company Stock—{Contmued) Lo k _— e ;7 - _
' the open market. The Apnl 2005 authonzauon expired in Apnl 2006 and the February 2006 authonzauon
+ expired in February 2007. Under these authorizations, the Company has repurchased 4.7 mllhon shares for a tota] e

g of $11971 m1lhon durlng the 3 year ended December 31, 2006 and 20 mllhon shares: for a total of $48.5 n‘ulhon
i dunng the year ended December 31 2005. : v

* '

Note 20 ¥ Subsequent Event (Unaudlted)

; . _shares of the Company ] outstandmg shares of common stock in the open market. This authonzauon exptres m
SR FebruaJyZO{)Q) T

-

. Lo In February 2007 the Company s Board of Directors authorized the repurchase’ of an addluonal 6. 0 mllllon
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-+~ “QUARTERLY.FINANCIAL DATA (UNAUDITED) ~ *: o
o © ¢, FLIR SYSTEMS, INC. o
' - (In thousands except per share data)
o ' Lo @ Q3 Q4 -
. 2006 . , . L '
REVERUE ... { oo sy SN RN e Loo.. $117339 $138,550 $133,2127°$185.899 °
Gross profit ........... el e i, w60848 73911 75711 - 104,443
Net earnings . .. . . . . . APPSR AU | 12659 21411 - 27.070- 39,756 '
Net earnings per share; .~ .t : o RS A '
T Basic'.i....... e e e e $. 018 $ .031 $ 040 $- 0.6}
v, Diluted ............ S N S S $ 017 $ 028 .$..036 $--053
2005. SRR : .
Revenue .:......... P UUDUR et L..... $108317 $130966 $113,031 $156,247
‘Gross profit™. ...... e et TR 58,586 71,327 60,120 86,661
Netearnings.... .. 7. . ...... e e AR 14,707 . .24,572 17,344 34,142
Net eamnings per share: R
Basic ....... een T T D $ 021 $ 035 $. 025 § 049
Diluted .. .......... R SOUO Voo §,009 8 0 03187 0.22 $ 043

The sim of the quarterly eammgs per share does not always equal the annual earmngs per share as‘a result

of lhe computauon of quanerly versus annual average shares outstandmg

During the third quaner of 2006 the Company recogmzed discrete items for’ lax purposes relating to the .

5

-z recognition of foreign tax credlts which resulted ina $2 9 mlllron reducuon of mcome tax expense

Dunng the fourth quaner of 2006, the Company recogmzed discrete tax 1tems that resulted m anet decrease T

- '--..

1

v E

.‘of income tax expense of $3:5 million; including a decrease of $1 3 m11110n ‘related to the recognition of Federal
research and development tax credits Wthh were re-enacted in Deeember 2006 and $2.2 million related 1o other

prior period discrete tax items related to intercompany profit in 1nventory
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
" FINANCIAL DISCLOSURE . :

Naone.

ITEM 9A. CONTROLS AND PROCEDURES

Evaluation of Disclosure Controls and Procedures

As of December 31, 2006, the Company completed its annual evaluation, under the superws:on and wnh the
participation of the Company's management, including the Company’s Chief Executive Ofﬁcer and the
Company’s Chief Financial Officer, of the effectiveness of the design and operation of the Company’s disclosure
controls and procedures. Based on the evaluation, the Company s Chief Executive Officer and Chief Financial
Officer have concluded that the Company’s disclosure controls and procedures are effective to ensure that
information required to be disclosed by the' Company in the reports it files or submits under the Securities

- Exchange Act of 1934, as amended, is recorded, processed, summarized and reported within the time periods

specified in Securities and Exchange Commission rules and forms, There were no changes in the Company’s
internal contrel over financial reporting that occurred during the Company’s fourth fiscal quarter that has
materially affected, or is reasonably likely to materially affect, the Company’s internal control over financial

reporting. -,‘:

Management’s Report on Internal Control Over Financial Reporting

Our management is responsible for establishing and maintaining adequate internal control over financial
reporting, as such term is defined in Exchange Act Rules 13a-15(f). Our, internal control over financial reporting
is designed to provide reasonable assurance to our management and Board of Directors regarding the preparation
and fair presentation of published financial statements. ,

Because of the inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Therefore, even those systems determined to be effective can prov1de only reasonable assurance
with respect to financial statement preparation and presentanon )

Under the supervision and with the participation ‘of our-mandgerhent, including our principal executive
officer and principal financial officer, we conducted an evaluation of the effectiveness of our internal control
over financial reporting based on the framework in the Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (“COSC”).

Based on our evaluation using the Internal Control—Integrated Framewerk, our management concluded
that our internal control over financial reporting was effective as of December 31, 2006.

Our management’s assessment of the effectiveness of our internal control over financial reporting as of
: Y g

December 31, 2006 has been audited by KPMG LLP, an independent registered public accounting firm, as stated
in their report which is included herein.

Assessment of Restatement of Consolidated Financial Statements and Prior Period Controls

As disclosed in the Explanatory Note preceding Part I of this Annual Report on Form 10-K and in Note 2,
“Restatement 'of Consolidated Financial Statements” of the Notes to the Consolidated Financial Statements, a
Special Committee of our Board of Directors undertook an investigation of stock option practices and procedures
from 1995 through 2006. The Special Committee conducted its investigation with the assistance of independent
legal counsel and forensic accountants, As a result of the Special Commiitee’s investigation, our management
and the Audit Committee determined that incorrect measurement dates were used for financial statement
purposes for certain stock-based compensation awards. Therefore, we have recorded additional non-cash

compensation expense and related tax effects and are restating our previously filed financial statements in this
Annual Report on Form 10-K.
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3 nvesugatron determmed that certain procedural and corporate governance issues

.The Specral Committee’ 7

. resulted -in the" incorrect use-of measurement dates from: January 5, 1995 through Februaxy 4; 2005 and we
beheve that our ‘internal controls were not sufﬁcrent to prevent $uch errors However; the;errors related -to stock:
'optlon awards ‘after February 12 2002 reqmred immaterial accountmg ad}ustments .We have ‘impleémented

-

- ¢ertain tmprovements m optton grant procedures smce 2005 1nclud1ng the vahdatro of the. existence of

complete and’ final lists of ‘awards on the date’ of grants ‘as well ‘as, other 1mprovements Although we' have -
‘Testated our Consol:dated Fmancral Statements “for the: years ended December .31, 2005.and. 2004 and the notes :

thereto as well as the Selected Financial Data for the years ended December 31 2005, 2004 2003 and 2002, we

beheve that our controls and procedures relatmg to: our. past stock optton practrces dld not represent a’'material-

weakness in our controls and prpcedures as of December 31 006 The Specral Commrttee s mvestlgauon has

provrded certa.m recommendatrons based upon standards of bést practrces mcludmg adoptron of a wntten equtty

compensatlon polrcy ‘and certam 1mprove 'nts 1n optlon gi‘ant procedures' We are m the process’ of eva]uatmg
+ “ - - e

and 1mp]emenung the recommendatlons from the Specral Com?rfmttee
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o REPORT OF. THE REGISTERED PUBL!C ACCOUNTING FIRM

LIS e B TR .'
M

The Board ofDlrectors and e Ce R
Shareholders of FLIR Systems Inc.: - S

We have audlted management s assessment mcluded 1n the aecompanylng Management’s Report on
[Internal Control Over Financial Reporting, that, FLIR Systems Inc (an Oregon corporation) and subsidiaries
mamtamed effective 1nternal control over ﬁnanc1al reportmg as “of December 31, 2006, based on_the criteria
established in fnternal Comrol—lmegrated Framework 1ssued by the Commmee of Sponsoring- Orgamzatlons of
the Treadway Commission (COS0). FLIR Systems Inc $ management is responsnble for mamtammg effective
internal control over financial reportmg and for its assessment of the effectweness of internal control over
financial reporting. Our responsibility-is to express an opinion- on managemem ] assessment and an oplmon on
the effectweness of the Company’s mtemal control over ﬁnancral reportmg based on our audlt ‘ ‘

. We conducted our audit in accordanc'e with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
‘about whether effective internal control over financial* reporting was maintained in all material respects. Qur
audit included obtaining an understanding of internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effectiveness of internal control, and performing such

other procedures as we considered necessary m the c1rcumstances We believe that our audit provides a
reasonable basis for our opinion.

. -

. A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A 'company’s internal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets 6f the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expénditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (3) provide reasonable

assurance regarding prevention or timely detection of unauthorized. acquisition, use, or disposition of the .

company’s assets that could have a material effect on the financial statements

Because of its inherent limitations, internal - control over financial reponing may not prevent or detect
misstatements, Also, projections of any evaluation of effectiveness to future periods are ‘subject to the risk that

controls may become inadequate because of changes in conditions, or that the degree of compllance with the
policies or procedures may detenorate

v

' In our opinion, management’s assessment that FLIR Systems, Inc. maintained effective internal control over
financial reporting as of December 31, 2006, is fairly stated, in all ‘material respects, based on criteria established
in Internal Can:rol—lntegrated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO). Also, in our opinion, FLIR Systems, Inc; maintained, in all material respects,
effective internal control over financial reporting as of December 31, 2006, based on criteria established in

Internal Comrol——lntegrated F ramework issued by the Comrmttee of Sponsormg Orgamzanons of the Treadway
Commission (COSO) : :
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ITEM 9B. OTHER INFORMATION o

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the consolidated balance sheets. of FLIR-Systems, Inc. as of December 31, 2006 and 2005, and

. the related consolidated:statements of income, shareholders’ equity and comprehensive earnings (loss), and cash

flows for each of the years in the three-year period ended December 31, 2006, and our report dated March 16,
2007 expressed an unquahﬁed opinion on ‘those consohdated financial statements: : e

Is! KPMGLLP e : o I

Portland, Oregon
March 16, 2007

Employment Agreements . L

Earl R. Lewis. On March 14, 2007, the Company entered into an Employment Agreemem with

" Earl R. Lewis pursuant to which Mr. Lewis is employed by the Company as President and Chief Executive

Officer. The Agreement constitutés an amendment and restatement of the Employment Agreement between Mr.
Lewis and the Company dated as of February 14, 2006. The Agreement is for a term endmg January 1, 2009 and .
provides for a minimum annual base salary of $750,000 for 2007 and $800, 000 for 2008: Pursuant to the
Agreement, Mr. Lewis will also be eligible for bonuses, incentive payments, ‘and grants of stock options as
determined by thé Compensanon Committee of the Company’s Board of Directors. If Mr. Lewis terminates the
Agreement or the Company termmates the Agreement for “Cause” (as definéd in the Agreement) Mf. Lewis.
would be paid through the date of termination. In the event that the Agreement terminates as a result of the death
of Mr. Lewis, thé Company would be required to pay an amount equal to one year’s base salary t0 Mr. Lew1s
estate or desrgnated beneﬁcnary If the Company terminates the Agreement without Cause, the Company would
be’ reqmred to contmue to pay Mr. Lewis an amount equal to his base salary in effect ‘at the time of termination
for a perlod equal to the greater of 18 months or the remaining term of the Agreement plus a bonus in an amount
not less than’ one year’s base salary. In addition, if the Company terminates the Agreement without Cause, all
options and other equity ‘awards gianted to Mr. Lewis would immediately vest. The ‘Agreement also provides that
Mr. Lewis will be entitled to all benefits made available to other executive officers and specifies the time periods
during which options granted after the date of the Agreement may be exercised after termination of the
Agreement. The foregoing description of the Employment Agreement wrth Mr. Lewis does not purport to be
complete and is qualified in its entirety by the full text of the agreement, whrch is filed as an exhibit to this
Report and is mcorporated herein by reference.

v Stephen M. Ba:ley On March 14 2007, the Company entered mto an Employment Agreement with Stephen
M. Bailéy -pursuant to which Mr. Bailey is employed by the Company as Senior Vice President, Finance and
Chief Financial Officer. The Agreement is for a term ending January 1, 2009, and provides for a minimum °
annual base salary of $340,000 for 2007 and $370,000 for 2008. Pursuant to the Agreement, Mr. Balley will also
be eligible for bonuses, incentive payments, and grants of stock options as determined by the Compensation
Committee of the Company’s Board of Directors. If Mr. Bailey terminates the Agreement or‘the Company
terminates the Agreement for “Cause” (as deﬁned in the Agreement), Mr..Bailey would be paid through the date
of termination. In.the event that the Agreement terrmnates as a result of the death of Mr. Bailey, the Company
would be required to'pay an amount equal to one year s base salary to Mr. Bailey’ estate or designated
beneficiary- If the Company- terminates the Agreement without Cause, the Company would be required to,
continue to pay Mr. Bailey an amount equal to his base salary in effect at the time of termination for a period -
equal to the greater of 18 months or the remaining term of the Agreement plus a bonus in an amount not less than
60 percent of one year’s base salary. In addition, if the Company terminates the Agreement without Cause, all
options and other equity awards granted to Mr. Bailey would immediately vest. The Agreement also provrdes

_that Mr. Bailey will be entitled to all benefits made available to other executive officers and specrﬁes the time

periods.during ‘which options granted after the date of the Agreement may be exercised after termination of the
Agreement. If a “Change of Control” (as defined in the Agreement) occurs during the term of the Agreement and
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- Mr. Bailey's employment terminates within 60 days before or 180 days after the Change of Control for any
reason other than Mr. Bailey’s death or disability or termination by the Company for “Cause” (as defined in the

Agreement), Mr. Bailey would be entitled to receive a lump sum paymeént in an amount equal to-two times his -

average anfiual compensation over-the two most recent-fiscal years..Mr. Bailey would also be entitled to the

immediate vesting of all unvested equity awards and his interest in the Company’s, Supplemental Retirement

Plan. Following the termination of employment of Mr. Bailey for any reason, he.would be entitled to the
continuation of his health insurance benefits for up to 18 months. The foregoing description of the'Employment
_Agreement with Mr. Bailey does not purport to be complete and is qualified in its entirety by the full text of the

agreement which is filed as an exhlblt to this Report and is incorporated herein by reference.

. Amendment to Change of Control Agreements,

The Company has emered into change of control agreements (the “Change of Control Agreements“) w1th'

Ame Almerfors, William A. Sundermeier, Andrew C. Teich and certain other executive officers of the Company.
Each of the Change of Control Agreements is for a term ending December 31, 2008, provided that if a “Change

of Control” (as deﬁned in the Change of Control Agreements) occurs before December 31, 2008, the Change of -
Control Agreements will connnue in effect for a period of 90 days beyond the stated term. If a Change of Control -

occurs durmg the term of the Change of Control Agreements and an execuuve ofﬁcer s employment terminates
within 60-days before or 90 ‘days after the Change of Control for any reason other than the executive officer’s
death "or disability or termmanon by the Company for “Cause” (as defined in the Change of Control
Agreements) such executive ofﬁcer -would be entitled to receive certain payments, and benefits; mcludmg the
continuation of health insurance benéfits for up to 24 months following the termination of employmem and the
‘immediate vestmg of all unvested stock options. On March 14, 2007, the Company entered into an ‘Amendment
to Change of Control Agreement with each of the executive officers who have a Change of Control Agreement

with the Company The. Amendment reduces the period of time for the continuation of health i insurance benefits .

from a maximum of 24 months to a maximum.of 18 months and expands the coverage.of the immediate vesnng
provision from “stock opnons to “equity awards.” The foregoing description of the Amendment to Change of
Control Agreement does not purport to be complete and is qualified in its enttrety by the full text of the

_ Amendment a formrof which s filed as an exhibit to this Report and is incorporated .herem‘ by reference.

) 2007 Executive Bonus Plan

On March 14, 2007, the Compensatron Committee adopted the FLIR Systems, Inc. 2007 Executive Bonus
Plan (the “Bonus Plan”), subject to approval-by the Company’s shareholders. The ‘Bonis. Plan is designed to

provide for a direct correspondence between performance and compensation for certain of the Company’s key

executives and to qualify certain components of compensation paid to certain of the Company’s key executives

-« -for the tax deductibility exception under Code Section 162(m) of the Internal Revenue Code of 1986, as amended

PEs

(ihe “Code”) while mamtarmng a degree of flexibility in the amount of incentive compensanon paid to sich. i’
- individuals. . .

The Bonus Plan will be administered by the Compensation Committee. The Compensanon Committee will

select the key executives who will be eligible to receive awards, the target pay-out level and the: performance

goals. Participants in the.Bonus Plan will be eligible to receive cash performance awards based on attainment by

"+ the Company andlor a.subsidiary, division or other operational unit of the Company of spccnﬁed performance

goals to be establishied for each performance period by the Compensation Committee. The performance award

- will-be payable as soon as-administratively feasible in the next fiscal year following the end of the performance

" period with respect to which the payment relates, but only after the Compensation Cominittee certifies that the

performance goals have been attained. The Compensation Committee has the nght in its discretion, to reduce
awards even if 1he performance goals have been attained. The employees eligible to parncrpate in the Bonus Plan
are the Company’s Chief Executive Officer and the other four highest compensated officers of the Company. The

'_maxrmum ‘performance award payable to any individual for any performance -period is $5 million. Each_

performance-period will be a penod of ‘I year (fiscal or calendar) or less, as determined by the Compensanon
Committee.
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The Bonus Plan will be effective as of March 14, 2007; however, the Bonus Plan will terminate if it is not
approved by the Company’s sharcholders. The Bonus' Plan may be amended or discontinued by the Board .of
Directors at.any-time. However, shareholder approval is required for. an amendment that increases the maximum
payment which may be made 10 any individual for any performance period above the award limits outlined above
and specified in-the Bonus Plan, materially alters the business criteria for performance goals set forth in the
Bonus Plan, changes the class of eligible employces or otherwise ‘requires’ shareholder approval under Code
Section 162(m). Oncé approved by the Company’s shareholders, the Bonus Plan shall continue in effect until the
earlier Of (i) a termination of the Bonus Plan by the Board of Drrectors (ii) the date any shareholder approval
requirement under Code Section 162(m) ceases to be met, or (m) the date that. is five years after the date of the
Company shareholder meetmg at which the Bonus Plan was approved. The foregomg descnptron of the Bonus
Plan does not purpon to beé ‘complete and is.qualified in its entirety by the full text of. the Bonus Pian, whrch is

‘ﬁled asan exhlblt to this Report and is mcorporated herem by reference. -

.-, . i C . o oo

2007 Executwe Bonus Plan Performance Awards S AR B A

On March 14, 2007, pursuant to the terms of the 2007 Executive Bonus Plan, ‘the Compensatron ‘Committee

g granted a cash performance award to each of Earl R Lewis, Stephen M. Bailey, William A. Sundermeier and

Andrew C. Teich for the calendar yéar performance penod begmmng on January 1, 2007, subjecl to approval of
the Bonus Plan by the Company’s. shareholders. The performance goal for the 2007 performance period-is the
Company’s achlevement of fully dlluted earnings per share 'in the' amount of $1.52. The 1arget award for °
Messrs Lewis, Barley, Sundermeler and Teich were set at $750,000, $204 000 $186 000 and $186, 000
respectlvely The larget award for each execulwe officer will increase ‘or” decrease by 4 percent for every
mcremental increase or 'decrease ‘of '$0.01 from the target earmngs per share of $I 52, subject to a maxrmum
payment ‘of $5 million. The foregomg descnptlon of the performance awards granled on"March 14, 2007 ddes not
purport to be complete and is qualified in its entirety by, the full text of the form of performance award
agreement, which is filed as an exhibit to this Report and is incorporated herein by reference. . .- o
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T ‘ ' PART I -

ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE

[nformatlon with respect 10 drreclors and executrve ofﬂcers of the Company is included under “Election of
Directors,” “Management “Secuon 16(a) Beneficial Ownership Reporting Comphance “Corporate

‘Governance and Related Matters” and “Information Concemmg the Independent Registered Publlc Accountmgr _
‘Firm—Audit Committee Report” in the Company’s deﬁmtwe proxy statement for its 2007 Annual Meeting of

Shareholders and is mcorporated herein by reference.

-

.The Company has adopted a Code of Ethics that apphes to the Company’s Chref Executwe Officer, Chief -

. Financial Officer, Controller and persons performmg similar dutres A copy of the Code of Ethics i is incorporated:
by reference as an Exhibit to this Annual Report. The Code of Ethics is publicly available on the Company’ s
* website: (www.flir.com) in the Corporate Governance area of the Investor Relations segment of the website.

None of the material on the Company’s website is part of this' Annval Report. If there is any waiver from-any

provision of, the Code of Ethics for the Company’s executive officers, the Company will dlsclose the nature of .

such waiver on its website or in‘a current report on Form 8 K.

-
b

.ITEM 11 EXECUTIVE COMPENSATION

Informatlon wrth respect 1o executlve compensatlon is mcluded under “Compensation Drscussron and
Analysis;” “Compensatlon Committee Report,”  “Compensation, of Executive Ofﬁcers ” “Drrector

, Compensatlon and “Compensatron Committee Interlocks and Insider Participation”. in" the Company’s
- definitive proxy statement for its 2007 Annual Meeting of Shareholders and is incorporated herein by reference.

ITEM 12, SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT
AND RELATED STOCKHOLDER MATTERS

.

"+ Information wrth respect to secunty ownership of certain beneficial owners and management is included

" under “Stock Owned by Management and Principal Shareholders” in the Company’s definitive proxy statement
- for its 2007 Annual Meeting of Shareholders and is incorporated herein by reference. Information with respect to

equrty compensatron plans is included under “Equity Compensation Plan Information” in the Company $

‘definitive proxy statement for its 2007 Annual Meetmg of Shareholders and is mcorporated herein by reference N

- g

' ITEM 13. CERTAIN RELATIONSH]PS AND RELATED TRANSACTIONS AND DIRECTOR

~INDEPENDENCE '~

" EE e

Information, with respect to certain relationships and related transactions is included under “Certain

Meeting of Shareholders and is incorporated herein by reference. Information with respect to Director

5 mdependence is included under “Corporate Governance and Related Matters = Board of Directors Committees”
. _in the Company’s definitive proxy statement for its 2007 Annual Meeting of Shareholders and is mcorporated :
i herem by reference

ITEM 14 kPR]NCIPAL ACCOTJNTANT FEES AND SERVICES

Informatron with respect to principal accountant fees and services isincluded under “Information
Concemmg the Independent. Regrstered Public Accountmg Firm—Fees Pald to KPMG LLP” in the Company’s

3

. deﬁmtlve proxy statement for its 2007 Annual Meeting of Shareholders and-is incorporated herem by reference.

29

. Relationships-and Related Transactions” in the Company’s definitive proxy statement for its 2007 Annual -

o
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"' ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES,

PARTIV

- (a)(1) Financial Statements

The ﬁnaneral statements ‘are mcluded in Item 8 above

(a)(2) Financial Statement Schedules

" The following schedule is filed as part of this Report}

Schedule H—Valuauon and Quahfytng Accounts _ L T

Report of Independent Reglstered Public Accounung Ftrm on Financial Slatement Schedule

‘No- other schedules are ‘included because the requtred mforrnatlon is: mappltcable not requrred or are

presented in the financial stateménts or the related notes thereto S AT e
- @(3) Exhibits : . T o R

Number - - Lo N Description SRR -; : s =
2.1 - Agreement and Plan of Merger and Reorgamzatlon dated as of October 21 2003 by and among

FLIR Systems, Inc., Indigo Systems Corporation, Fiji- Sub, Inc., and William Parrish; as
. . Shareholder:s Agent (mcorporated by reference to Current Report on Form 8 K filed on January 15,

- _2004) . - - 5 :
C 31 Second Restated Articles of Incorporatlon of the FLIR Systems, Inc. (1ncorporated by reference to
. Exhlbt[ 3.1 to Registration Statement on Form S-1 (Flle No. 33-62582)). ) . -
3.2 First Amendment to Second Restated Articles of Incorporatton of FLIR Systems; lnc (mcorporated
A -__by reference to Exhibit 1.1 to Reg1stratton Statement on Form 8-A ﬁled on June | l 1999) S
33 First Restated Bylaws of FLIR Systems Inc. (incorporated by reference to Exh1b1t 3210 Reglstratton
Statement on:Form S-1 (File No. 33- 62582)) _
34 - - Second Amendment to Second Restated Articles of Incorporation of FLIR" Systems Inc.
: (mcorporated by reference to Exhibit 3.1 to the Quarterly Report on Form 10-Q filed on August 8,
2003). ) NS e ; . .
3.5 Third Amendment to Second Restated Art1cles of Incorporation of FLIR Systems lnc (mcorporated . o

by reference to Exhibit 3. l to the Quarterly Report on Form 10-Q filed on August 3, 2005)

4.1 - Rights Agreement dated-as'of June 21999 (incorporated by reference to Exhlblt l.1to the
‘ -~ Registration Statement on Fonn 8- A filed on-June 11, 1999). .

42 ' Indenture between FLIR Systems Inc andJ p. Morgan Trust Company N A. dated June 11, 2003
" (incorporated by reference to Exhibit 4.1 to the Quarterly Report filed on August 8, 2003).

4.3 _. Amendment No. 1 to Rights Agreement between. FLIR Systems Inc. and Mellon lnvestor Serv1ces
LLC dated June 5, 2003 (incorporated by reference to Exhtbtt 4.2 to the Quarterly Report ﬁled on
August 8, 2003).

44 * Form of $175,000, 000 3% Senior Convertible Notes Due’ 2023 dated June 11, 2003 (1ncorporated by
- ~ reference to Exhlblt 4.3 to the Quarterly Report ﬂled on August 8, 2003) .

45 " Form of $35 000,000 3% Senior Convertible Notes Due 2023 dated June 17,2003 (mcorporated by |

reference to Exhibit 4.4 to the Quarterly Report filed on August 8, 2003).-
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Number o { Description

4.6 _ Resale Registration RJghts Agreement dated June 11, 2003 among FLIR Systems, Inc. , LP. Morgan l
Securities Inc., and Banc of America Securities LLC (incorporated by reference to Exhlblt 4.5 to the
Quarterly Report filed on August 8, 2003).

47 . Amendment No. 2 to Rights Agreement dated as of November 4, 2004 by and between FLIR
. Systems, Inc. and Mellon Investor Services LLC (incorporated by reference to Exhlblt 10.1 to the
Quarterly Report on Form 10-Q filed on November 5, 2004).

10.1 1992 Stock Incentive Plan (incorporated by reference to Exhibit 10 3 to Registration Statement on
Form S-1'(File No. 33-62582)).(1)

10.2 1993 Stock Option Plan for Non-employee Directors {incorporated by reference to Exhibit 10.4 to
Reglstratlon Statement on Form S-1 (File No. 33-62582)).(1) .

10.3 = FLIR Systems, Inc. Supplemental Executive Retirement Plan (incorporated by reference to. Exhibit
~10.24 to Form 10- ]( filed on March 12, 2002).(1) - ‘ :

10.4 Amended and Restated 1999 Employee Stock Purchase Plan, amended as of June 4, 2002
(incorporated by reference to Exhibit 10.28 to Form 10-Q) filed August 6, 2002).(1)

10.5 "Purchase Agreement among FLIR Systems, Inc. and J.P. Morgan Securities Inc. and Banc of ) !
America Securities LLC dated June 6, 2003 (incorporated by reference to Exhibit 10.1 to the !
Quarterly Repont on- Form 10-Q) filed on August 8, 2003). ;

10.6 Purchase and Sale Agreement dated November 5, 2004 by and between FLIR Syslems Inc. and
Mentor Graphics Corporation (incorporated by reference to Exhibit 10.1 to the Current Report on
Form 8-K filed on November 10, 2004): :

107 °  FLIR éystems, Inc. 2002 Stock incentive Plan Stock Option Agreement (incorporated by reference to -
Exhibit 10.1 to the Current Report on Form 8-K filed on February 10, 2005).(1) : 1

10.8 FLIR Systems, Inc. 2002 Stock Incentive Plan, amended April 21, 2004 (incorporated by refefence to
Exhibit 10.13 to the Annual Report on Form 10-K filed on March 4, 2005).(1)

10.9 Lease Agreement dated July 1, 2004 by and among FLIR Systems AB and AB Skutkrossen & Co.
KB (incorporated by reference to Exhibit 10.15 to the Annual Report on Form 10-K filed on March
4,2005).

10.10 Form of Change in Control Agreement dated as of May 8, 2006 (incorporated by reference to Exhibit
. 10.1 to the Current Report on Form 8-K filed on May 12, 2006).(1) '

10.11 Credit Agreement, dated as of October 6, 2006, by and among FLIR Systems, Inc. and certain
subsidiaries of FLIR Systems, Inc., as borrowers, certain subsidiaries of FLIR Systems, Inc as
subsidiary guarantors, Bank of America, N.A., Union Bank of California, N.A., U.S. Bank National
Association and the Other Lenders identified therein (incorporated by reference to Exhibit 10.1 to the
Current Report on Form 8-K filed on October 12, 2006). .

10. 12 Master Confirmation and Supplemental Confirmation between FLIR Systems, Inc and Goldman,
~8achs & Co. dated August 14, 2006 (incorporated by reference to Exhibit 99.1 to the Current Report
on Form 8-K filed on September 1, 2006).

10.13 Trade Notification from Goldman, Sachs & Co. dated August 14, 2006 (mcorporated by reference to
' Exhibit 99.2 to the Current Report on Form 8- K filed on September 1, 2006).

10.14 Executive Employment Agreement dated as of March 14, 2007 belween FLIR Systems, Inc. and Earl
R. Lewis.(1)

10.15 Executive Employment Agreement dated as of March 14, 2007 between FLIR Systems, Inc. and
Stephen M. Bailey.(1)
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Number . _ Dscnplmn R .
10:16 ._FLlR Systems Inc. 2007 Executive Bonus Plan M ‘ ‘-
--’“10‘_17= . Form of. Amendment o Change of Control Agreement Dated May 8, 2006, dated as of March l4 ) ‘
P L0070 A : TR
10,18 . Form of 2007 Executwe Bonus Plan Performance Award Agreement, dated as of March 14 2007 (1)
14.1 Code of Ethtcs for Senibr Fmancnal Ofﬁcers (1ncorporated by reference to Exhibit 14.1 to the Annual
Report on Form 10-K filed on March 4*‘2004) .
210 Subsidiaries of FLIR Systems Inc. - v ‘ _ .
23 0 Consent of KPMG LLP T e . L i ", S .”5 .
- 31 1 ' Pnnmpal Executwe Ofﬁcer Cemﬁcatlon Pursuant to Sarbanes Oxley Act of 2002, Sectron 302
31 2 Prmc1pal Fmancnal Officer Certtﬁcatlon Pursuant to Sarbanes-Oxley Act of 2002, ‘Section 302.
320, .Certlﬁcauon by the Chief Executlve Ofﬁcer pursuant 1018 u. . C Sectlon 1350 as adopt'ed‘-pursuant e
: to Sectlon 906 of thc Sarbanes—Oxley Act of 2002 . e e, m,q e i
322 Certlﬁcatlon by the Chief Financial Officer pursuant to 18 U S: C Séction 1350 as adopted pursuant
- . to Section 906 of the Sarbanes—Oxley Actof 2002. - ° B S - ;".' S . -
(N ThlS exhibit constitutes'a management contract or compensatory plan or arrangement' " ;
N L
P "L M e oy
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R - SIGNA_TURES
R | .
Pursuant to the requirements of Section 13 or.15(d) of the Securities ‘Exchange Act of 1934, the Reglstrant
has duly caused this report to be sngned on tts behalf by the undersngned thereumo duly authorized on the 16th

day of March 2007 LT
FLIR SYSTEMS;INC. | ,
(Registrant) o Ce
o . éy: _/s/_STEPHEN M. BAILEY
o L o : Stephen M. Bailey

St. Vice President, Finance and Chief Financial
Officer (Principal Accounting and Financial
-Ofﬁcer and Duly Aulhorizgd Ofﬁccr)

", Pursuam to the requirements of the Securities Exchange Act of 1934, this report has, been s:gned below by

the followmg persons on behalf of the Registrant and in the capacities indicated on March 16, 2007.

- ~ . Signature . ‘ e o m“
“/s/ ‘EARLR.LEWIS .. - Chairman of the Board of Directors, President and
' Earl R. Lewis - Chief Executive Officer -
/s!/ JOHN D. CARTER Director
John D. Caner '
L /sl WlLLIAM W. CROUCH ' Director
- ‘William W. Crouch
i /s/  JOHNC. HART " Director
X John C. Hart '
Is/ 'ANGUS L. MACDONALD Director .
Angus L Macdona]d
/s/ MICHAEL T. SMITH Director
" Michael T, Smith
/s/ STEVEN. E WYNNE Director

Steven E. Wynne
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Iy SCHEDULE IT’
FLIR SYSTEMS, INC. ' :;L'.
. . VALUATION AND QUALIFYING ACCOUNTS o . T
. y _(in thousands) - ., - I Ties
Colu;r:ttl; ‘ _' - ’ : ,‘ . -l'_._“(',‘ol.umn B . .' - Cnlun;nC o Column D Column E
—'—*_‘. o Co t ' "1, Additions o .
. i} Charged to i . H o,
. ‘Balance at Chargesto - Other : Balance - &
" . . o T .- . Beginning - Costsand Accounts— Deducttons— at the End. i
Lo K R . of the Year._ Expenses _ Described Descnbedm ofthe Year
-Year encled December 31, 2006 P A o
Allowance for Doubtful Accounts ceenie oo 31348 $133 $175(2) ' $ (54)",- .$1,602

. YearendedDecember31 2005 o S - . . R PR
‘ Allowance for Doubtful Accounts o SIS 81,559 - 891 0 7 $— C$(302) ' v US348 0 T v

,Year ended December 31,2004 : _ i s .
_ Allowance for Doubtful Accounis : . . . . ... .. $1,318 $118 $234(3) $(111) . -$1,559 Lo

vt v .. - . : s : PR - . N , !
(1) Deductions represent write-offs, net of recoveries.
. (2), Currency translation adjustment :
. _'(3) Additions include the assumption of the. allowance for doubtful accounts of Indigo Systems Corporatlon of - .
$106 and currency translatlon adjustment of$l28 ' o . N e 2L
’ o v N - ."t‘l' .
." *':,_
v". ’
- ‘.\
‘L .
. .
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Shareholders of
FLIR Systems, Inc.:

1

Under date of March 16, 2007, we reported on the consolidated balance sheets of FLIR Systems, Inc. (an
Oregon corporation) and subsidiaries as of December 31, 2006 and 2005, and the related consolidated statements
of income, shareholders equity and comprehenswe éarnings (loss), and cash flows for each of the years in the
three-year period ended December 31, 2006, which are ‘included :in this Form 10-K for ‘the year ended
December 31, 2006. In connection with our audits of the aforementioned consolidated financial statements, we
also audited -the related consolldated financial statement-schedule in this Form 10-K for the three years ended
December 31 2006 This consolidated financial statement schedule is the responsibility of the Company’s
management. Our responmbnhty is to express an opinion on this consolldated financial statement schedule based

-Gnouraudlts . N

. ' L
. In.our opinion, such consolidated financial statement schedule, when considered in relauon to the basic |

consolldated financial statements taken as a whole, presents fairly, in all rnaterlal respects the information set

forth therein. : S
As dlscusse.d'm Note 2 to the Consolidated Financial Statements, the consolidated financial statements, as of
December 31, 2005 and for cach of the years in the two-year period ended December 31, 2005 have- been
restated. oo oo o
As discussed in Note 1 to the Consolidated Financial Statements, effective January I, 2006, the. Company
adopted the provisions of Statement of Financial Accounting Standards No. 123 (revnsed 2004) Share-Based
Payment 7 . -

/s KPMG LLP 3 .

Portland, Oregon

.. March 16, 2007
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BoAaRD OF DIRECTORS
EARL R. LEWIS, Chairman,

President and Chief Executive Officer
FLIR Systems, Inc.

JOHN D.CARTER
President and Chief Executive Qfficer
Schnitzer Steel Industries, Inc.

WILLIAM W, CROUCH
General, US Army - Retired

JOHN C.HART

Retired, Former Vice President of Finance
Chief Financial Officer and Treasurer
Louisiana-Pacific Corporation

ANGUS L. MACDONALD
Praesident
Venture Technelogy Merchants, Inc.

MICHAEL T, SMITH

Retired, Former Chairman of the Board
and Chief Executive Officer

Hughes Electronics Corporation

STEVEN E.WYNNE
President and Chief Executive Officer
SBl international, Ltd.

DFFICERS

EARL R.LEWIS

Chairman of the Beard,

President and Chief Executive Officer

ARNE ALMERFORS
Executive Vice President and
President, Thermography Division

STEPHEN M. BAILEY
Senior Vice President, Finance
and Chief Financial Officer

JAMES A, FITZHENRY
Senior Vice President, General
Counsel and Corporate Secretary

WILLIAM A. SUNDERMEIER
President, Government Systems Division

ANDREW C.TEICH
President, Commaercial Vision
Systems Division

ANTHONY L. TRUNZO
Senior Vice President,
Corperate Strategy and Develepment

OPERATIONS,...
CORPORATE HEADQUARTERS
AND PORTLAND OPERATIONS:
FLIR Systems, inc.

27700A SW Parkway Avenue
Wilsonville, Oregon 97070
Phone: {503) 498 3547

Fax: (503) 498 3911

EJROPE:

FLIR Systems AB
PO.Box 3,5-182 11
Danderyd

Sweden

Phone:+46 8 753 25 00
Fax:+46 8 753 21 64

BOSTON:

FLIR Systems, Inc.

25 Esquire Road

North Billerica, MA 01862
Phone: (978) 901 8000
Fax:(978) 901 8887

SANTA BARBARA:

Indigo Systems, Inc.

70 Castilian Drive

Santa Barbara, CA 93117-3027
Phone: (805) 964 9797

Fax: (BO5) 685 2711

MONTANA:

Scientific Materials Corporation
31948 E.Frontage Road

PO. Box 786

Bozeman, MT 59715

Phone: (406) 585 3772

Fax: (406) 585 8606

SUBSIDIARIES

.8: SacLeEs OFFICES
FLIR Systems Lid.

2 Kings Hill Avenue

Kings Hill

West Malling, Kent, ME19 4AQ
United Kingdom

Phone; +44 1732 220011
Fax:+44 1732220014

FLIR Systerns Ltd.

5230 South Service Road
Suite 125

Burlington, Ontario L7L 5K2
Canada

Phone: (905) 637 5696

Fax: (905) 635 5488

FLIR Systems Brazil

Rua Alvaro Rodrigues, 182 51 43
Cep: 04582-000

Sao Paulo/5P/Brazil

Phone: +55 11 5533 0305

FLIR Systems AB
Uitbreidingstraat 60-62
B-2600 Berchem
Belgium

Phone; +32 3 287 8710
Fax:+32 3 287 8729

FLIR Systems SARL

10 Rue Guynemer

92130 Issy Les Moulineaux Cedex
France

Phone:+33 141 33 9797
Fax:+33 147 361832

FLIR Systems GmbH
Berner Strasse 81

60437 Frankfurt am Main
Germany

Phone: +49 69 95 00 900
Fax: +49 69 95 00 9040

FLIR Systermns SAL

Via L.Manara, 2

20051 Limbiate (MI)

Italy

Phone: +39 0299451001
Fax; #3902 99 69 24 08

FLIR Systems Company Ltd.
Grand Central Plaza

Tower 2, Unit 1613-15

138 Shatin Rural Committee Road
Shatin, N.T.

Hong Kong

Phone: +852 2792 8955

Fax: +852 2792 8952

SHAREHDOLDER INFORMATION

L T R R Y R R R

LEGAL COUNSEL:

Ater Wynne LLP

222 SW. Columbia Street
Suite 1800

Portland, Oregen 97201

INDEPENDENT REGISTERED PUBLIC

ACCOUNTING FIRM:

KPMG LLP

1300 SW Fifth Avenue
Suite 3800

Partland, Oregon 87201

TRANSFER AGENT AND REGISTRAR:

Mellon Investor Services LLC
520 Pike Street

Suite 1220

Seattle, Washington 98101

ANNUAL MEETING

The annual meeting of sharehclders
will be held at 2:00 p.m.on

April 27, 2007 at:

The Multnomah Athletic Club

1849 SW Salmon

Portland, Cregon 97205

INVESTOR RELATIONS
To obtain copies of this annual report|

or other financial information, please
write or call:

INVESTOR RELATIONS

FLIR Systems, Inc.

2770C0A SW Parkway Avenue
Wilsonville, Oregan 97070
(503) 498 3547

NEw PRODUCTS .

FLR

RUIRISYstemsynalistaiworldlleaderinitheldesigny
manufacturelandimarketinglofithermallimaging}
fandJstabilizedicameralsystemsifodalwideariety)

ofthermographyland]imaginglapplications}
includinglconditionlmonitoringiresearchland]
developmentimanufacturinglprocessicontroly
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SHARPER FOCUS

rescuetdruglinterdictiontsurveillanceland
reconnaissancelnavigationtsafety:bordegand

Imaritimelpatrolrenvironmentallmonitoringland!
groundibasedsecurity?

Visitithelcompanysiwebsitelatiwww. ELIR'com!
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